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PREFATORY NOTE 


THE SEMI-ANNUAL MEETING (fORTY-FOURTH YEAR) OF THE 
ACADEMY OF POLITICAL SCIENCE IN THE CITY OF 
NEW YORK, APRIL I5, 1924. 


A brief program for three sessions of a national conference 
on ‘‘ Weath, Debts and Taxation,” was planned by the Stand- 
ing Committee on Meetings of the Academy for the purpose of 
an introductory discussion of some of the fundamental econ- 
omic, social and administrative problems underlying state and 
federal taxation policies. It was thought that, in the present 
state of public opinion in the United States and abroad, the 
more practical questons of tax reduction, income and inherit- 
ance tax rates and the inter-relations and effects of federal and 
state taxation policies upon business prosperity and economic 
stability should be examined in the light of other fundamental 
considerations concerning national wealth and public indeb- 
tedness. The Committee was also of the opinion that if this 
preliminary and brief discussion should prove profitable and 
if there should be any indication of a desire on the part of the 
members of the Academy to pursue this subject further, there 
might be arranged another meeting and perhaps a more ex- 
tensive program of discussion of national and state policies 
of taxation in the United States. For such a meeting, coming 
after the presidential elections and before the assembling of 
the Congress to be elected next fall, it might be possible to 
prepare a more thoroughgoing scientific and non-partisan dis- 
cussion of taxation policies upon which American public opin- 
ion would be prepared to act. 

In the preparation of this program for the briefer semi- 
annual meeting, the Standing Committee on Meetings have 
had the cooperation of a number of persons, whose names ap- 
pear attached to this report as members of the general Com- 
mittee on Program and Arrangements. The title of this 
number of the PROCEEDINGS containing the papers and ad- 
dresses at this meeting has been changed upon recommenda- 
tion of the Editors to Wealth and Taxation inasmuch as rela- 
tively minor attention was paid to the relation of taxation to 
public debts. 

(v) 


vi PREFATORY NOTE 


At the first session on “Income and Inheritance Taxes”, 
Professor Seligman presided and presented an introductory 
paper on “Income Taxes and High Prices”, which endeav- 
ored to clear up some of the many misundertandings in recent 
public discussion of the incidence of income taxes and sur- 
taxes and their effect upon business and more especially upon 
consumers of goods, many of whom pay little or no income 
tax and no surtaxes. This was followed by three interesting 
and practical papers discussing the major plans of tax reduc- 
tion now under consideration in Washington, with special re- 
ference to their economic and social basis. Professor Adams 
of Yale, Dr. David Friday of the National Transportation In- 
stitute, and Congressman Jacobstein each presented the major 
features of the plans they respectively favored for tax reduc- 
tion. Following this came two papers on state taxation policies, 
with special reference to the inheritance tax muddle. Hon. 
Zenas W. Bliss, former Lieutenant-Governor and now Presi- 
dent of the Tax Commission of the State of Rhode Island, and 
Hon. W. B. Belknap of the Kentucky State Legislature and 
Professor of Economics in the University of Louisville, dealt 
with these subjects ably and convincingly. Finally, Congress- 
man Ogden L. Mills of New York and Mr. Alexander Dana 
Noyes, Financial Editor of The New York Times, addressed 
themselves to the general discussion of tax reduction and 
especially to the proposals usually known as the Mellon plan. 
In the general discussion which followed, Captain William P. 
White of Lowell, Massachusetts, called attention to the effect of 
local taxation, especially that bearing on corporations, as part 
of the tax burden. Referring to experience in two corpora- 
tions, one in Massachusetts and one in Connecticut, he pointed 
out the tendency of heavy corporate income taxes to cause a 
business slump, accompanied by sales of stock and deprecia- 
tion of stock values, toward the end of the year. Mr. S. 
Hamlin, 66 Broadway, New York City, said: in any considera- 
tion of the income tax it was important to remember that a dir- 
ect tax not controlled through the rule of apportionment made 
it necessary to realize the difficulties and the need of making 
every possible effort to prevent inequalities in levying a tax 
which brings in over two billion dollars a year. Mr. Char'es 
Hine, 30 East 60th Street, New York City, thought that if the 
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inheritance taxes be left to the states as a source of revenue 
primarily or exclusively, we should limit the income tax as a 
source of revenue for the federal government and thus have 
a clearer division between the states and the federal govern- 
ment in their respective sources of revenue. 

The luncheon meeting, which was the second session, was 
well attended and enthusiastic in its appreciation of the charm 
with which the presiding officer, Mr. Irving T. Bush, President 
of the Chamber of Commerce of the State of New York, intro- 
duced the subject of discussion: “‘ The Relation of Taxation to 
Business Prosperity”, and presented the other two speakers, 
Senator Frederick M. Davenport, a distinguished leader in 
matters pertaining to taxation and finance in the New York 
State Senate, who spoke on “ The Inequality of the New York 
State Tax Burden”’, and Mr. S. K. Ratcliffe, the eminent pub- 
licist and lecturer of London, England, who spoke on “ Taxa- 
tion and Public Opinion in England”. 

The third and closing session dealt chiefly with the admin- 
istrative features and problems of tax legislation and its en- 
forcement. Dr. Albert Shaw, Editor of The American Re- 
view of Reviews, presided at this session, and Dr. William T. 
Foster, Director of the Pollak Foundation for Economic Re- 
search, presented the first paper on “Some Possible Effects of 
Taxation on Business.” This was followed by two papers on 
“The Interests of Labor in Relation to Taxation” by Mr. 
Peter J. Brady, President of the Federation Bank, one of the 
earliest successful labor banks in New York, and on “ The In- 
terests of the Farmer in Relation to Taxation”, by Mr. H. C. 
McKenzie, Director of Research of the American Farm Bureau 
Federation, Walton, New York. Professor Haig of Columbia 
University gave an excellent paper on “Capital Gains and 
How They Should be Taxed”; Mr. George O. May of Price, 
Waterhouse & Co., on ‘‘ The Administration of the British 
Income Tax Law”; and Hon. Mark Graves, Commissioner 
of the New York State Tax Department, representing Gov- 
ernor Alfred E. Smith, spoke on the taxation policies of Gov- 
ernor Smith and the administration of the New York State 
Tax Department. 

In closing this session, the President of the Academy thanked 
the speakers at all of the sessions and the members of the 
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Committee on Program and Arrangements for the service 
that they had rendered, and ventured the prediction that this 
volume of PROCEEDINGS, containing seventeen such excellent 
and informing papers, presenting such a varied and stimulat- 
ing discussion of fundamental considerations pertaining to 
the general problem of taxation now in the forefront of prac- 
tical public discussion, could not fail to be a source of help- 
ful reference, profitable study, and stimulating enlightenment 
of public opinion, not only to the members of the Academy, 
but also to many other persons in all parts of our country. 

It is hoped that members of the Academy will assist the 
Academy in securing for this volume of PROCEEDINGS the 
widest possible circulation. If those who do not keep their own 
copies for permanent binding would send them to libraries 
and institutions where they could be a source of public ref- 
erence, and will also, wherever possible, purchase additional 
copies to use in this way or to bring to the attention of individ- 
uals, especially leaders in the world of business and finance, 
teachers, journalists, clergymen, and the executive officers of 
civic agencies, they too will render a public service of a kind 
that makes for good citizenship. 


Committee on Program and Arrangements 
SAMUEL McCuNE LINDsAy, Chairman Ex-officio 
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INCOME TAXES AND THE PRICE LEVEL 


EDWIN R. A. SELIGMAN 
McVickar Professor of Political Economy, Columbia University 


gaged the attention of scholars and the solicitude of 

statesmen. Whereas in former times the practical 
controversy turned about the tariff, of recent years it has come 
to the forefront of discussion in connection with the sales tax 
and now with the income tax. The problem is a subtle and 
difficult one, and there are perhaps few questions on which 
there exists a greater divergence of opinion, if not among 
scientists, at least among business men. It is the endeavor of 
the following paper to probe this question to its foundation, 
so far as the income tax is concerned. 


I. Are All Taxes Shifted? 


The most obvious way in which the influence of a tax on 
prices manifests itself is through the process of shifting. For 
if a tax is shifted or rolled off from the producer to the con- 
sumer, the price to the consumer will naturally be increased 
by the amount of the tax. By the shifting of the tax we mean 
its transfer from the original taxpayer to some other person; 
and as the latter ultimately bears the burden of the tax we may 
call him the tax-bearer. In order that the tax may be shifted 
there must, of course, be some economic transaction as between 
the two parties. In the great mass of cases these transactions 
take the form of an exchange or a transfer of economic rights 
—generally through purchase or sale, or through rent or lease; 
and the question resolves itself into one of a change of price 
as between the two parties to the exchange. 

There is, however, another way in which prices may be 
affected, apart from the immediate shifting from the original 
taxpayer to the tax-bearer. The payment of a tax may so 
modify the position of the taxpayer as to influence his future 
actions. It may, for instance, cause him not only to change 


the price, but to alter the output of the commodities or services 
[3] 


. connection between taxes and prices has long en- 
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in question, and it may affect his desire to save or to spend 
or to invest or to do other things of economic importance. 
Any such change in his economic attitude may have a reaction 
upon other classes and may ultimately modify the prices of 
goods or services which are only indirectly connected with 
the original taxpayer. In other words, a tax which affects 
the situation of the original taxpayer may alter the equilibrium 
of economic forces subsisting between him and his neighbors 
and may have widespread consequences upon the community, 
comparable to the ultimate effects that may be produced by any 
other change in the relative prices of goods or services. 

It is obvious, however, that such a consequence depends upon 
the existence of further relations between the original taxpayer 
and other individuals. It is necessary here again to hold in 
mind the distinction between the direct relations which make 
possible a shifting of the tax and the indirect relations which 
depend on the ultimate effects of the tax. This distinction 
is neglected by those who believe that all taxes are shifted 
to the consumer in the shape of higher prices—the so-called 
doctrine of the diffusion of taxation. Over a century ago a 
Frenchman by the name of Canard contended that the im- 
position of a tax was like the injection of a drop of liquid into 
the veins of a human being: although introduced at a single 
point, it will at once be carried throughout the body by the 
circulation of the blood. Economic transactions in the com- 
munity are like the circulation of blood in the individual. 

In this widely held opinion there are two fallacies. In the 
first place there are some taxes which do not involve any 
further direct relations. A poll tax or an inheritance tax, for 
instance, is not necessarily concerned with anything that the 
individual produces or sells; it is difficult to see how such a tax 
can be shifted when the tax involves no further direct economic 
relation between the taxpayer and other individuals. It is 
only in a very indirect way that a poll tax, by affecting the 
general purchasing power of the individual, may modify his 
demand for economic goods or services in general, or that a 
high inheritance tax, affecting the readiness of the testator to 
accumulate wealth, may exert a subtle influence upon the entire 
economic process. But such indirect effects are very different 
from the rise of prices traceable to the imposition of the tax. 

[4] 


~ 


| 
| 
| 


No. 1] INCOME TAXES AND THE PRICE LEVEL 5 


There can, in other words, in such cases be no shifting of the 
tax, because there is no further immediate economic transaction 
between the taxpayer and other individuals. 

The second fallacy in the general-diffusion theory consists 
in the fact that even where there are such further relations 
between the taxpayer and other individuals, economic forces 
may prevent any shifting of the tax. Take, for example, a tax 
imposed upon the net profits of a monopolist or upon the rent 
of a piece of unimproved land. In the case of a monopolist, 
like the owner of a patented process, the price of the article 
produced will always be fixed at the highest point consistent 
with the greatest sales ; this is the point of maximum monopoly 
revenue. If the monopolist were to try to raise the price be- 
yond that point, his sales would fall off to such an extent as to 
reduce his net profits. If a tax is imposed upon the output or 
the gross profits of the monopolist, it may indeed lead him to 
revise his price schedule, because the point of maximum mono- 
poly revenue will now have been altered as a consequence of 
the tax upon his output or cost. That is, although he may now 
sell less units than before, his net profits may be greater because 
of the new margin between cost and price. But if the tax is 
imposed upon his net profits, it will not lead him to increase the 
price; for, if he could do this without cutting down his sales, 
he would have done it before the tax was imposed. What the 
consumer is willing to give is unaffected by what the producer 
is compelled to take. In the case of a tax on output he may 
find it to his interest to sell a little less at a higher price ; because 
the less he sells, the smaller his tax: but in a tax on net profits 
his tax is reduced not by the falling off in output but by the 
falling off in profits; and if he increased the price he would 
suffer a double loss, namely in his lower profits as well as in 
the payment of the tax. He will therefore prefer to maintain 
his profits and to pay the tax, that is, he will not shift the tax to 
the consumer.’ 


1 Let it be assumed that a monopolist can sell, at the price of $5 each, 
1000 units of a particular article. Let it be further assumed that the cost of 
each unit is $2. His gross receipts will then be $5000, and his net profits 
($5—2) 1000 or $3000. If he charged more, the sales would fall off ; if he 
charged less, the receipts would be smaller. In either case his net profits 
would diminish. Let it be assumed that, if he charged $6 a unit, the sale 


[5] 
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6 WEALTH AND TAXATION (VoL. XI 


The same thing is true, although in an entirely different way, 
with a piece of unimproved land. Its price depends upon the 
amount of similar available land and the demand of those who 
desire to use the land. A tax upon the landowner does not 
of itself affect either the one or the other. The amount of land 
is not influenced by a tax on the land, differing in this respect 
from a tax on the house which stands upon the land. A house 
is a piece of capital ; and unless house-builders secure the usual 
return from the investment of their capital, they will not build 
houses ; and the consequent shortage of houses will raise rents. 
In a tax on land on the contrary, the supply is unaffected by the 
tax; and there is nothing to compel the user of the land to pay 
more than he did before the imposition of the tax. The result 
of a new tax upon the land, therefore, will be to bring about a 
lowering of the value of the land in the hands of its present 


would fall off to 700 units. His gross receipts would then be $6 700 or 
$4200, and his net profits ($6—2) }< 700 or $2800, or less than before. If, on 
the contrary, he charged only $4 a unit, his sales would increase, let us say, 
to 1200 units, his gross receipts would be $4800, and his net profits ($4—2) 
1200 = $2400. He will therefore under the conditions always prefer the 
price $5, which marks the point of maximum monopoly revenue. 

If the government now imposes a tax of $1 a unit, what will be the result? 
The net return on each unit is reduced to $2, the total net profits to $2000. 
If the monopolist attempts to add the whole tax to the price, he will sell 
only 700 units; and since the cost per unit has been increased by the tax to 
$3, his net profits will be 700 & ($6—3) = $2100. Granting that this is the 
highest net return that the new conditions admit, the monopolist will increase 
the price from $5 (which gives him $2000 profits) to $6 (which gives him 
$2100 profits) The entire tax will be shifted to the consumer. 

But suppose on the other hand that instead of a tax which, as in the 
above example, amounts to 50% of the cost per unit, or 20% of the original 
selling price per unit, a tax of 40% is imposed on net profits. Taking the 
same figures, with no change in price or output, the monopolist must pay 
40% of $3000 or $1200, and his remaining surplus will be $1800. If he at- 
tempts to add the tax to the price and raises the price to $6, his taxable net 
profits will be, as above, $2800, his tax $1120 and his surplus $1680, instead 
of $1800. He will therefore refrain from adding the tax to the price. His 
final profits are indeed less than before in both cases—but it will be clear 
why he prefers the tax per unit of product or sales to a tax on income. 
It is also clear why, with the particular figures here selected, an income tax 
is for the community as a whole preferable to a tax on product or on sales. 
For while the producer suffers more under the income tax than under the 
tax on sales, the difference is more than compensated by the extra loss im- 
posed on the consumer by the tax on product or the sales tax. 


[6] 
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owner; for a new purchaser of the land, who will have to pay 
the annual tax, will make allowance for this in the purchase 
price. But a tax on land cannot, as in the case of a tax on a 
house, lead to an increase of price to the person who uses the 
land. 

We have thus seen that the doctrine of the general diffusion 
or shifting of taxes is a fallacy, first, because some taxes, like 
the poll tax and the inheritance tax, do not give rise to any 
further direct transactions; and second, because even where 
there are such direct transactions, conditions may cause the 
taxpayer to assume the tax either voluntarily, as in the case of 
a monopoly, or necessarily, as in the case of land. In other 
words, some, but not all, taxes are incapable of being shifted. 

We have mentioned some taxes that cannot be shifted. 
About some taxes that are generally shifted, there is also no 
dispute. In a tax on commodities such as the ordinary excise 
or customs duty everyone agrees that the tax tends to be 
shifted from producer to consumer in the shape of higher 
prices. The only question at issue is first as to the exact pro- 
portion of the tax which is shifted and secondly as to the pos- 
sible ulterior consequences. Into the niceties of this argument 
it is impossible to go here. Those who are interested in this 
particular problem may be referred to a volume that has been 
written on the subject." It may suffice to say that the propor- 
tion of the tax which is shifted, depends partly upon the elas- 
ticity of the demand and partly upon the elasticity of the 
supply. In everyday language, the degree to which the pro- 
ducer will find it profitable to raise his price depends partly 
upon the probable falling off in sales and partly upon the 
change in cost per unit which may attend the diminution of his 
output. As regards ulterior consequences, it will suffice to say 
that even where it is possible for the producer to shift only 
part of the tax to the consumer it may affect the various pro- 
ducers in different ways and, by changing the conditions of 
the market, may confer an advantage on the larger producers 
which in some cases will even tend to produce a monopoly. 
Again, even though it is true that the tariff is a tax, the indirect 
effects of the tax may—not to say, as claimed by the pro- 


1 Seligman, The Shifting and Incidence of Taxation, 4th ed., 1921. 
[7] 
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tectionists, must—confer such advantages on the domestic pro- 
ducer, especially in young industries, as ultimately to com- 
pensate for the increased burden on the consumer. But in all 
these cases there is no dissent from the opinion that the original 
taxpayer shifts the tax, in whole or in greater part. 

In a sales tax the same is true; the only point at issue here 
is as to whether the consumer suffers by more than the amount 
of the tax, or, in other words, whether there is a so-called 
pyramiding of the tax, whereby not only the tax but a sum 
over and above the tax is taken from the ultimate consumer, 
The problem to which we shall now address ourselves is 
whether the income tax is like the poll tax, the inheritance tax, 
and the land tax, in not being susceptible of transfer in the 
shape of higher prices: or whether it resembles a tax on com- 
modities or a sales tax or the tariff, in being usually shifted 
to the consumer. 

The ordinary business man finds but little difficulty in an- 
swering this question. He is accustomed to include all taxes in 
his outlays or cost of operation; and when he considers the 
price at which he shall offer his goods, he is apt, in the case of 
a tax, to add it to the cost of his raw materials and his over- 
head and then, after figuring a reasonable profit on this cost, 
to fix his price accordingly. But when we come to study the 
actual results of the operation, the situation is by no means so 
simple. It needs, in fact, a rather careful analysis of the vari- 
ous complicated elements in the problem. 


Il. The Shifting of Special Taxes on Income 


In the first place we must distinguish between a uniform or 
general tax on all incomes and a partial or special or ex- 
clusive tax on certain forms of income. Where the income is 
derived from property, the latter kind of income tax would be 
tantamount to a special tax on particular kinds of property. 
Examples of this are very common. In the case of property, 
we may have a special tax on land or a special tax on moneyed 
capital or a special tax on mortgages and the like. In the 
case of an income tax an interesting illustration is afforded by 
France. The French income tax is composed of two parts. 
One consists of a general tax upon the entire income, as is the 
case with our federal tax. Another part, however, consists of 

[8] 
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taxes on the separate constituents of income, such as income 
from land, from professions, from moneyed capital, from busi- 
ness and the like. Each of these taxes on the constituent kinds 
of income is or has been levied at a different rate. Where such 
taxes apply to the income from property, there is but little 
difference between them and the customary property taxes, 
provided the latter permit, as is not always the case, a deduction 
of debts. Where, as in some of the American states, indebted- 
ness is not deductible from property, as for instance in the case 
of real estate in New York, the tax is tantamount to the im- 
personal taxes or taxes on the yield or product of property, as 
they are still found in Europe. But where debts are deducted 
and the tax is imposed on net assets or net property, it makes 
little difference whether we call it a tax on property or a tax 
on the income from property; for the selling value of prop- 
erty tends to be equal to the capitalized value of the income 
to be derived therefrom. 

Where we have a series of special taxes on income, it is 
necessary to consider each class by itself. If we are dealing 
with ordinary competitive conditions, many such special in- 
come taxes will be shifted. If a tax, for instance, is imposed 
on the profits of a particular class of business, the tax will 
usually be shifted. The argument is analogous to that in the 
case of a special tax on the income of houses or on the income 
of moneyed capital loaned at interest. Why should the in- 
dividual continue to keep his capital in a particular kind of 
business, subject to a special tax if, by transferring his capital 
to some other field not subject to taxation, he can increase 
his net returns? Such special taxes, therefore, tend to be 
shifted ; for otherwise the individual will withdraw his capital 
from that class of enterprises and the consequent diminution 
of supply will inevitably lead to an increase of price. 

The same argument applies, with certain reservations, to 
income from personal exertions like wages and professional 
salaries. In the case of ordinary unskilled labor, if wages are 
near the minimum of subsistence, a special tax on wages 
(which in modern times is not found because of the individual 
and family exemptions in the general income tax) will be apt to 
be shifted in first instance to the employer in the shape of 


higher wages ; and he in turn may be able to pass the tax on to 
[9] 
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the consumer in the shape of higher prices. Where wages are 
above the minimum of subsistence and enable the laborer to 
enjoy a higher standard of life, the question as to whether he 
will be able to shift the tax to the employer in the shape of 
higher wages, or whether he will have to bear the tax himself 
and thus suffer a reduction in his standard of life, depends upon 
many conditions which can be summed up under the head of 
the relative resisting powers of both parties. Under actual 
conditions where the standard of life is tenaciously maintained, 
as in the United States, a tax even on the higher class of 
laborers will tend to be shifted. The same would be likely to 
be true of the earnings of the professional classes, like physi- 
cians, lawyers, architects, engineers and the like. For, in the 
long run, if such classes were subject to an exclusive tax, it 
would, under conditions of free competition, lead to a gradual 
exodus to other occupations not subject to tax; and this de- 
crease in the supply would naturally lead to an increase of the 
remuneration of those that remained. There are, indeed, ex- 
ceptional cases where high professional earnings represent 
either monopoly returns or incomes that are fixed by custom 
rather than competition; and in such instances, like railway 
presidents and great surgeons, it is not at all impossible that, 
having already charged all that the traffic will bear, they would 
refrain from adding the tax to their charges or salaries. In 
the great run of cases, however, a special tax on professional 
incomes, like a tax on wages where the workmen are well or- 
ganized, is apt to be passed on. 

While special income taxes are thus ordinarily shifted, this 
result does not apply in all cases. For, as was pointed out 
above, a tax on the income of a monopolist, whether he be a 
business man or a professional man, cannot be shifted. Mono- 
poly price is always at the point of maximum monopoly 
revenue: the monopolist will always charge what the traffic 
will bear and a tax will not enable him to charge more. In 
the same way, as we have seen above, a tax on land, exclusive 
of improvements, cannot be shifted, because there cannot be, 
as in the case of houses or other forms of capital, a change in 
the supply. An exclusive tax on land, however, like an ex- 
clusive tax on the dividends or stock of some particular class 
of corporations, even if it cannot be shifted, will be capitalized 
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into a lower selling value of the property, so that the new 
owner or purchaser will not bear the tax. There will be 
a change of price, and the new taxpayer will thus suffer no 
burden. 


Ill. The Shifting of a General Income Tax 


In the main, then, a special tax on the income of particular 
classes, with the exceptions just noted, will lead to changed 
prices, either higher prices as in the ordinary case of shifting, 
or lower prices as in the case of land or of securities where the 
tax is capitalized rather than shifted. Inasmuch as the in- 
dividual business man ordinarily thinks of himself in the light 
of one who is subject to special taxation, it is natural that 
he should generalize the above conclusion and hold that in- 
come taxes, like so many other taxes, are shifted to the pur- 
chaser in the form of higher prices. 

As a matter of fact, however, the situation is different when 
we deal with a general income tax such as our federal income 
tax." If everyone is taxable upon his income, from what- 
ever source derived, there is no taxless field to which he can 
repair. If he pays the tax in the first instance, he cannot im- 
prove his position by transferring his capital and his energies to 
some other business or occupation; for he would meet in the 
new enterprise precisely the same conditions, so far as the 
tax is concerned, as in the old one. How then can such a 
change in the relations of demand and supply be brought about 
as to render possible a shifting of the tax or an increase of 
price? If the tax is on professional earnings there will be no 
exodus from the profession because there will be no resulting 
improvement to the taxpayer. The recipient of income from 
houses or from interest on capital will not be led to diminish 
his investments, because in whatever new fields he might be 
tempted to invest, he would suffer the same burden. The 
business man subject to a general income tax would also be in 
precisely the. same predicament. So that in case of a gen- 
eral income tax there is no difference, as before, between con- 
ditions of monopoly and conditions of competition. 


1 The only point which militates against the acceptance of the federal tax 
as a general income tax is the 124%4% rate on corporations with individual 
credit for dividends. But as this credit for dividends applies only to the 
normal tax of 4-8%, it is really of minor importance. 
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But how shall we meet the objection of the ordinary busi- 
ness man who tells us that he adds the income tax, like the tax 
on product or on sales, to his cost and thus to his price? It 
is obvious, however, that there is a fallacy in this contention, 
at all events when we deal with a graduated income tax. For 
the larger sum paid as a surtax is measured by profits, not by 
sales. Let us grant, for the moment, that the smaller taxpayer, 
subject only to the normal tax, will add the tax to the price of 
the commodities. Then, if the high profits of his fortunate 
competitor, subject to large surtaxes, are due not to greater 
sales but to lower cost or more efficient management, it is clear 
that the addition per unit made to the price by this fortunate 
individual must be considerably greater than the addition to 
price made by the competitor who pays only normal taxes. 
If the surtax-payer attempts such an excessive rise of price 
per unit, his sales will fall off, his market will be captured by 
the competitor subject only to normal tax, and his profits will 
disappear. He will accordingly refrain from adding the high 
tax to the price. It is clear therefore that in the above case 
only the normal tax, and not the surtaxes can be added to 
the price. 

Suppose, however, that the higher profits are due to greater 
sales, so that the surtax-payer will distribute his tax among a 
larger number of units than his competitor. Even then, how- 
ever, the addition which he would make to the price would 
turn out to be the same as that made by his smaller competitor 
only in the very exceptional case where the amount of his sales 
before and after the change of price would bear the same pro- 
portion to the amount of his competitor’s sales as would the 
relative ratio of their taxes. For only in that way would the 
graduation in the amount of sales keep exact pace with the 
graduation in the amount of taxes. 

Barring this highly exceptional case, it therefore remains 
true that the surtaxes will not be shifted to the consumer in 
the shape of higher prices. Even if the normal tax or an 
amount equal to the tax paid by the least heavily assessed 
individual is shifted, the excess above that amount in the 
shape of a surtax or supertax cannot be shifted. The belief 
so widely prevalent among business men that income taxes are 
added to the price thus turns out to be fallacious, at least so 
far as the surtaxes are concerned. 
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But it can now be shown that the same is true of the normal 
tax. Despite the widely held belief to the contrary, even a 
proportional income tax cannot be shifted. In order to prove 
this, however, it is necessary to discuss somewhat more fully 
the conditions which fix prices. 

How are prices fixed? It is obvious that while prices are 
affected by the conditions of demand and supply, the normal 
point around which the market prices oscillate is in close rela- 
tion to the cost of production. Some commodities oscillate 
around a hundred dollars a unit; others around one dollar a 
unit. But when we say cost of production, we have at once 
to inquire: whose cost of production? Producers obviously 
differ in ability and in opportunity. It is true that at any given 
time all similar units in the supply of.a given commodity must 
sell in the market at the same price. If prices differ, it is 
because of differences in the brand or in the quality or in the 
speed with which the order can be filled or some analogous 
reason. But while there is only one price for exactly similar 
units of the same commodity in the market at any given time, 
there are under conditions of competition always differences 
in cost. Some producers have more ability ; some factories are 
more favorably situated; some employers get better results 
from their labor force; some individuals are able to reduce 
their overhead or to organize more successfully their advertis- 
ing or selling campaigns. In short, some have relatively high 
costs and some relatively low costs of production. At any 
given time the normal price will tend to equal the highest cost 
of production. As long as the demand at any particular time 
is sufficient to take off the total supply of commodities produced 
at different costs, the price at which the whole supply will be 
sold tends to be fixed at the point of greatest cost. Inasmuch 
as the price is fixed at the cost of producing the most ex- 
pensive portion of the supply that is actually sold, the differ- 
ence between the lowest cost and the actual price—that is, the 
difference between the cost of producing the article and bring- 
ing it to market under the most disadvantageous circumstances 
and that of producing it under the more favorable conditions, 
constitutes the producers’ surplus or profits. Profits are the 
result of the industrial process; they represent not cost, but 
surplus over cost. 

[13] 
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The next obvious point is that in actual life, under com- 
petitive conditions, the situation is continually changing. The 
more efficient producer or perhaps some newcomer in the field 
with more capital, or with improved machinery, or with 
better facilities for marketing the product, or with more 
ability to cut down his overhead, will endeavor to capture a 
part of the market by putting out an increased supply at a 
lower cost of production. The fact of this increased supply 
will tend to lower the price; and, although his percentage of 
profits may be smaller than it would have been at the old 
price, the more fortunate producer expects larger total profits 
because of his ability to sell more. This increase of supply, 
at a lower price, must manifestly injure the less efficient pro- 
ducer at the margin of profitable production. In every busi- 
ness there are always some producers who are able only just to 
make both ends meet; their machinery is antiquated, their 
capital is depleted, their private expenses are too great, their 
business activity and knowledge are no longer what they should 
be, and as a consequence their former profits tend to vanish. 
They may decide for a time to continue the struggle, hoping 
against hope; they may live on their capital; or they may de- 
ceive themselves by a fallacious system of bookkeeping, and 
figure out a nominal profit. But sooner or later such producers 
will find that they are getting no return or no adequate return 
on their industrial capital. They will abandon the business 
and their place will be taken by a more efficient individual. 

All industrial progress consists of such a change at the top 
and the bottom of the line of producers. Fresh capital is 
continually coming in; the discouraged are continually step- 
ping out. Under such conditions of change, normal price 
tends in the direction of the cost of production under the most 
favorable, not under the least favorable, conditions; it tends 
toward lowest cost, not toward highest cost. The actual price 
in the market at any given time is indeed always fixed at the 
point of highest cost; for at any given moment there is always 
some unlucky producer who furnishes a part of the supply at 
cost. But next year he will be crowded out and his place 
will be taken by someone who can produce at lower cost. 

What is the bearing of this analysis upon the prodlem of 
taxation? It resolves itself into the question of how the 
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marginal producer, the producer at the margin, is affected. A 
tax on a commodity per unit affects the cost of the marginal 
producer as well as of every other producer and therefore tends 
to be added to the price, because whatever increases marginal 
cost must ultimately increase price. But a tax on income is a 
tax on net profits; and net profits are not cost, but the surplus 
over cost. A tax on profits cannot reach the man who makes 
no profits. But the man at the n.argin who makes no profits, 
or who makes only the minimum profits which correspond to 
wages of management or recompense for the risk, pays no tax 
because he makes no profits or pays only a negligible tax upon 
these minimum profits. If the man at the margin who at any 
particular time fixes the price for the entire supply of com- 
modities that is sold in the market pays no tax, how can the 
income tax be added to the price? The tax on profits is paid 
only by the man who makes profits, that is by the intra-mar- 
ginal producer, not by the marginal producer. But the tax 
paid by the intra-marginal producer cannot affect the price 
which is fixed by the marginal producer who pays no tax. 


IV. The Business Man’s Theory 


The ordinary business man who thinks that he is adding the 
tax to the price is in reality not doing so. Whether he can 
get the price which he has set depends not upon himself, but 
upon market conditions. If his competitor who pays a smaller 
tax because of smaller anticipated profits, or who perhaps 
pays no tax at all, marks his goods at a lower price because 
of the smaller tax, all the others will have to follow suit 
whether their taxes are high or low. Where a man has added 
the tax to the price, the inability to dispose of his goods at 
this higher price will lead him quickly to mark down his goods ; 
with the result that his anticipated profits may not materialize. 
There is many a slip ’twixt cup and lip. The profits of a busi- 
ness man at the end of the year depend upon a multiplicity of 
perhaps very insignificant factors; he can never tell at the 
beginning what his profits are going to be at the end. The 
mere fact that he adds his anticipated taxes to the asking price 
will not by any means enable him always to get the price that 
he asks. The profits upon which he pays taxes come at the 
end, and not at the beginning, of the period. If every man 
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could fix his profits at will by charging increased prices be- 
cause of anticipated increased taxes, the making of profits 
would be a very simple proposition. Unfortunately, how- 
ever, business life does not work that way. 

It might indeed be claimed that, if the business man were 
correct in his opinion, it would be stupid for him to object to 
high income taxes. For, if the business man really adds the 
income tax to his cost and then charges proportionate profits 
on this increased cost, why, it might be asked, would not high 
income taxes increase his profits? 

This argument, however, is really invalid.* For the pro- 
ducer does not necessarily remain scatheless even if his taxes 
are shifted. He may be able, under a tax on product or on 
sales, to increase the price of his commodities; but the increase 
in price will almost surely lead to a falling off in consumption 
and will therefore tend to restrict his profits. This is the 
reason why the business man does not welcome taxes on his 
product, even if the tax is passed on. In the same way, even 
though the producer should be able to add the income tax to 
the price of his goods and thus increase his profits per unit 
of output, he would, in all probability, sell so many less units 
as to diminish his total net profits. The business man, there- 
fore, is quite justified in objecting to high taxes on business 
profits, even if he thinks that he is able to shift them to the 
consumer. 

As a matter of fact, however, as we have seen, the business 
man is not able to do this. The chances are that if he did not 
increase the price by his anticipated income taxes, his actual 
profits at the end of the year would probably be the same. 
For in the first place it is not at all sure that he can hold to 
the higher prices in the face of the lower taxes imposed on 
some of his competitors; and, secondly, even if he should be 
able to hold to the higher prices for a time, he would find his 
sales falling off to such an extent as to lead to a new and 
lower price schedule. In other words, business profits are a 
result of business operations: they are a consequence of price, 
not a cause of price. A tax on business profits is not a part 
of cost as is a tax on business products. The latter can be 
shifted ; the former cannot be shifted. 


1 It has nevertheless been advanced by some writers. 
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It might be claimed by some that the above reasoning is 
defective. Producers, it might be said, will not permanently 
remain in business unless they secure the usual returns, which 
in the ordinary run of cases can be fixed at, say, six per cent. 
Not only the producer below cost, but the producer at cost or 
with profits of less than six per cent will be continually step- 
ping out, and the real marginal class, it might be claimed, is 
the six per cent class. Even a normal income tax will then, 
so the argument runs, be shifted because otherwise it would 
reduce their profits to say, five per cent, with the result that 
their falling out of the race will reduce the supply and thus 
increase the price. 

This objection, however, is doubly defective. In the first 
place, it does not follow that the fall of profits to five per cent 
will lead to an exodus of the previous six-per-cent producers. 
For there will now be no other field of business to which they 
can repair. If the tax is a general tax, the entire level of 
profits will be reduced from six to five per cent, and the pro- 
ducer will have to content himself with the smaller profits. 
It is only when the normal tax is so excessively high as to 
reduce the general rate of profits to a figure where all business 
enterprise will be checked, that prices can be affected. But, 
as we shall see below, even this means not a shifting of the 
tax in the shape of higher prices, but a prevention of what 
would otherwise be a tendency to lower prices. 

In the second place, if the price of the commodity is raised 
as a result of the addition of the tax made by the six-per-cent 
producers, all of the lower-profit or no-profit producers— 
whether we call them marginal or sub-marginal—who pay 
small taxes or no taxes at all will now also be able to charge 
the higher price. They will consequently be in a position to 
increase their output, with the result that their more effective 
competition will soon lead to an abandonment of the higher 
price by the six-per-cent producers. For even five-per-cent 
profits are preferable to the still lower profits which would 
ensue on a loss of the market. 

Thus the analysis stands: a normal income tax cannot be 
shifted, any more than can a surtax. 

There is only one possible weakness in the above analysis. 
In a period of rapidly rising prices, we may have what is com- 
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monly called a sellers market. Everyone is then anxious to 
buy ; every producer is turning out goods at the maximum rate, 
and stocks are being depleted almost more rapidly than they 
can be replenished. Even the producer with the highest cost 
—the old marginal producer—will now find that he is making 
money, because the price of his goods is considerably higher 
than his cost. Being in a position to market his entire out- 
put, there will be no inducement for him to cut prices in order 
to secure a still larger proportion of the total sales. Under 
such circumstances, indeed, the imposition of a tax of any 
kind, whether on income or anything else, will afford the 
producer an excuse for asking a still higher price, and the con- 
ditions of the market may enable him to hold to that price. 
But after all, the tax will then be an excuse for, rather than 
a cause of, the higher prices which he would probably have 
been led to demand in any event. And at best, such business 
conditions can be only temporary. For the large profits due 
to a sellers’ market will speedily lead to a fresh investment of 
capital and an increased output on the part of some com- 
petitors ; and as soon as this condition shows itself, the heyday 
of the old producers is gone. As a matter of fact, the sellers’ 
market is before long apt to be succeeded by a buyers’ market, 
when all the advantages will be on the side of the purchasers, 
and when the producers will slash prices, tax or no tax, in 
order to dispose of their accumulated stocks. Just as every- 
one makes money in good times, so everyone loses money in 
poor times ; and what the consumer has suffered in the first case 
by high prices, he will now gain by low prices. 

Under normal conditions, however, when there is neither a 
business boom nor a business depression, when there is neither 
a sellers’ market nor a buyers’ market, but just an ordinary, 
normal, average market, the producer will not even have an 
excuse for adding an income tax to the price. For, as we 
have pointed out above, prices will tend, under normal con- 
ditions, to be fixed at the cost of production of the marginal 
competitor who pays no taxes because he finds at the end of 
the year that he has made no profits.* 


1 The above conclusions as to the shifting of the income tax are in harmony 
with the doctrine of Ricardo. His statement is as follows: “To me, how- 
ever, it appears convincingly certain that neither the income tax, the assessed 
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V. The Indirect Effects of an Income Tax 


While, then, it is a fact that taxes on business incomes cannot 
be directly passed on in the shape of higher prices, the question 
still remains as to what the indirect effects upon prices may be. 
Here we enter upon the thorny path of the general effects of 
taxation. It may be said at once that all sorts of ultimate 
effects are possible. It is conceivable, for instance, that if 
income taxes are so high as to check the investment of capital, 
very definite consequences to the entire community may ensue. 
The continual growth of a country’s prosperity depends largely 
upon the readiness of the able and the venturesome to start new 
enterprises and to take the risk of the unknown. Where the 
hazard is great, the profits must be correspondingly great: for 
in the long run in new and untried fields the profits of some 
are likely to be counterbalanced by the losses of others. If the 
government, however, demands too large a percentage of these 


taxes, nor many others, do in the least affect the prices of commodities. . . . 
The income tax, were it fairly imposed, would leave every member of the 
community in the same relative situation in which it found him. Each man’s 
expences must be diminished to the amount of his tax; and if the seller 
would wish to relieve himself from the burthen of the tax by raising the 
price of his commodity the buyer for the same reason would wish to buy 
cheaper. These contending interests would so exactly counteract each other, 
that prices would undergo no alteration. The same observations are ap- 
plicable to the assessed taxes, and to all other taxes which are not levied 
on commodities. But, if the tax should in its operation be unequal, if it 
should fall particularly heavy on one class of trade, the profits of that trade 
would be diminished below the general level of mercantile profits, and those 
engaged in it would either desert it for one more profitable, or they would 
raise the price of the commodities in which they dealt, so as to bring it 
to produce the same rate of profits as other trades. 

“Taxes on commodities would certainly raise the price of the com- 
modity taxed to the full amount of the tax. The price for such commodities 
may be considered as divided into two portions; one portion, its original and 
natural price, and the other a tax for the liberty of consuming it. If this tax 
again were laid on a commodity, the consumption of which, by each in- 
dividual, was in exact proportion to his income, no other commodity would 
rise but the one taxed; but if it were not in such proportion, those who paid 
more than their just portion would demand an increased price for the com- 
modity in which they dealt, and, by obtaining it, the society would be put 
in the same relative situation in which they were before placed.” David 
Ricardo, Reply to Mr. Bosanquet’s Practical Observations on the Report of 
the Bullion Committee, 1811, pp. 117-118. In McCulloch’s The Works of 
David Ricardo, new ed., 1876, this passage will be found on p. 357. 
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anticipated profits, the individual may prefer not to subject 
himself to the risk and may decide to be content with a smaller, 
but a surer, return. Or, if the income tax is still more excessive, 
it may decrease the margin above living expenses and thus re- 
‘tard savings and the accumulation of capital. In both cases, 
whether there is less capital to invest or fewer venturesome 
individuals to utilize the capital, the result will be the same. 
The rate of interest will tend to rise, thus to this extent in- 
creasing cost and therefore augmenting price. And, on the 
other hand, the relative slackening of demand for new pro- 
duction will check the increase of employment and the rise 
of wages that normally go with increased productivity and the 
growth of capital. This, again, will prevent the gradual fall 
in the price of the particular commodities suoject to the law 
of increasing productivity. The history of modern capitalism, 
especially in the United States, shows a steady increase in 
wages and the laborer’s standard of life and a steady decrease 
in the cost of the manufactured articles which enter into ordin- 
ary consumption. To the extent that excessive income taxes 
actually check accumulation and enterprise, they may there- 
fore have this indirect result. But this result will be not so 
much an increase of price (except in so far as the rate of 
interest actually rises) as the prevention of a further reduction 
in the prices of commodities and a further rise in the rate of 
wages which is itself compatible, under the theory of the 
economy of high wages, with lower prices. 

Whether taxes on business income will engender such in- 
direct consequences depends, however, on a variety of circum- 
stances. It depends first upon whether the taxes are used 
for fresh expenditure or to pay the interest on an old debt. 
If the taxes are used for new expenditure, the problem be- 
comes one as to the relative productivity of private and public 
vutlay. The statement so often heard that it is always better 
for the government to let capital fructify in the hands of the 
private individual is by no means correct. Certain forms of 
government expenditure or investment may be far more pro- 
ductive than certain forms of private expenditure or invest- 
ment. The money spent for new roads or for new schools may 
be far more productive, in the real sense of the term, than the 
money invested by private individuals in the manufacture of 
opium products or of the munitions of war. 
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There are of course considerations on the other side. If 
the government attempts to run the railroads or to manage the 
coal mines it is entirely probable that the enterprise will be 
less productive of wealth than if it were conducted by private 

| individuals. It is undoubtedly true in general that there is 
apt to be less extravagance and waste under private than under 
public management. But when the community has entrusted 
to the government the carrying on of what are everywhere con- 
ceded to be proper cooperative functions it does not follow 
that the results will be injurious. The taxes may be so high 
as to retard accumulation and investment; but if they are 
spent for governmental purposes that are acknowledged to be 
necessary or advisable, the smaller evil may be swallowed up in 
the larger benefit. The problem is really one of the proper 
limits of government expenditure, and of the choice between 
low taxes on the one hand and the accomplishment of desirable 
governmental purposes in an adequate, albeit economical, 
fashion on the other. 

The problem differs when we deal with taxes imposed to 
pay the interest on an old debt. This is the situation in the 
greater part of the world today. In the United States a large 

part of our present high taxes is devoted to the debt service. 
It is immaterial whether we consider the war expenses pro- 
ductive or unproductive of wealth or of welfare: the money 
has been spent, the debt has been contracted, and taxes must 
be imposed to pay the interest and to provide for amortization. 
The chief consideration now is the rapidity of debt payment. 
If the taxes are excessive, it may be better to go slow in dis- 
charging the debt rather than further to retard capital in- 
| vestment and enterprise. But if a definite policy of taxation 
for debt service has been decided upon, the next consideration 
is whether the debt is a foreign or a domestic debt. If the debt 
is held largely or exclusively abroad there can be no advantages 
to compensate for the excessive burdens upon the domestic 
producer. If the debt is a domestic debt, the funds taken from 
the taxpayer are handed over to the bondholder. The capital 
still remains in the country and is presumably available for 
) investment by someone. 
A further analysis discloses the fact that conditions may 
here be very different. If the bonds are held largely by the 
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small man who will now increase his personal or family ex- 
penditures because of the money received from government, 
there are no advantages to the community as a whole which 
will compensate for the burden of taxation. But if the bonds 
are held by the wealthier classes who now have more money 
to invest, or by people in more moderate circumstances who put 
the interest into the bank, rather than spend it upon themselves, 
there may indeed be compensating advantages. It is true 
that the business man who pays the high taxes will have less 
capital to piough back into his business ; but to the extent that 
he is also a bondholder, the deficiency will be made good. 
That is doubtless the reason why, despite the high income 
taxes in the United States during the past two years, the 
volume of accumulated investment suffered no perceptible 
reduction. 

Even with this qualification, however, it still remains true 
that excessive income taxes may discourage enterprise and thus 
prevent a reduction of price. For while the old capitalist may 
find that his bond interest will reimburse him for his taxes, the 
venturesome individual who would otherwise embark upon a 
new and untried course may still be prevented from devoting 
his energies and abilities to the hazardous enterprise if the 
excessive rate of taxation threatens to reduce his profits below 
what he considers adequate. To the extent—but only to the 
extent—that progress depends upon the entrance of the new 
man into the industrial field does the argument as to this ulti- 
mate effect of income taxes upon prices remain true. 

We have limited ourselves to a discussion of what is apt to 
be the effect of income taxes upon prices. We have not dis- 
cussed the more important problem of government policy. It 
is conceivable, for instance, that a tax system might be so 
arranged as to prevent any ulterior effects upon prices and 
nevertheless be entirely unacceptable. An aristocratic or pluto- 
cratic government might conceivably raise its entire revenue 
from a tax on the poor or the moderately well-to-do consumer 
and wholly exempt large business. Such a policy would in- 
deed not produce any of the injurious effects on enterprise and 
investment that have been mentioned above. But it would so 
obviously contravene the principle of equality and of ability 
to pay as to be wholly inadmissible. A democracy which is 
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educated both economically and morally will seek in its tax 
system to preserve the proper balance between the principle of 
ability to pay on the one hand and the principle of what might 
be called innocuity, i.e. harmlessness of taxation on the other. 
Into this field of discussion, however, we are not called upon 
to enter. 

In conclusion then we may sum up as follows: Taxes upon 
the separate classes of income will or will not be shifted ac- 
cording to the particular category or the particular circum- 
stances. A general or universal tax on all income, if actually 
enforced, cannot be shifted directly. But in so far as taxation 
brings about a new equilibrium of economic forces, even a 
general income tax may ultimately and indirectly affect prices, 
either by leading to a readjustment of interest rates, or by 
preventing an increase of productivity with its usual accompani- 
ments of higher wages and lower prices. For the greater the 
productivity in any field of enterprise, the lower will be the 
prices of the products in that field, despite the rise of wages. 
An excessive income tax may accordingly interfere both with 
an otherwise to be anticipated fall in prices and rise of wages, 
thus standing directly athwart the interests of the consumer 
as well as of the laborer. Even if an income tax cannot be 
shifted, it may, if excessive, disadvantageously affect the posi- 
tion of other classes besides the immediate taxpayer. 
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THE ECONOMIC AND SOCIAL BASIS OF 
TAX REDUCTION 
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same subject which at this time is arousing such heated 

controversy in the Senate of the United States. The 
Senate has suddenly awakened to the fact that all is not well 
with the Bureau of Internal Revenue. The reality and gravity 
of this truth could not easily be exaggerated. The Bureau of 
Internal Revenue is sick, and a true diagnosis of the essential 
source of its malady would reveal at the same time the sound 
basis for tax reduction. 

The Bureau of Internal Revenue is suffering from over- 
strain. It is attempting to carry or enforce a tax system too 
complicated and difficult for any organization to administer 
successfully. No business man or group of business men, how- 
ever skilled in administration, could successfully enforce the 
existing tax law of the United States; no college professor or 
group of professors could do it; no senator or group of senators 
could accomplish the task. Lest my references to the Bureau 
of Internal Revenue be subject to misconstruction, I may be 
allowed the privilege at this point of quoting from a letter 
which I have re~ ‘ly addressed to the chairman of the special 
Senate committee appointed to investigate the Bureau: 


C oe sober subject which I shall discuss is at heart the 


The important shortcomings of the Bureau of Internal Revenue lie on or 
near the surface. They are known tc hundreds of people conversant with 
the work of the Bureau. They are grave, but they are obvious. To exploit 
them gratuitously, to probe for the sake of probing, impresses me—if I 
may say so without offense—as a particularly demoralizing form of child’s 
play. The task worth attempting, the man’s work in this connection, is to 
devise and institute adequate remedies. 

The Bureau of Internal Revenue is charged with the responsibility of 
administering, throughout a nation of 110,000,000 people, some of the most 
complicated and burdensome taxes ever adopted by a self-governing people. 
The Bureau employs in its work over 19,000 persons, who assess and collect 
$2,500,000,000 taxes, and at the present time are authorizing for payment 
over $100,000,000 refunds, annually. Under such circumstances there must 
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inevitably occur mistakes in judgment, instances of favoritism, and sporadic 
cases of actual graft. The Committee will have no difficulty in’ finding cases 
of each kind. But they signify nothing, unless there is réason to believe 
that graft and favoritism are widespread and chronic in the work of the 
Bureau. I am not familiar with, and therefore cannot speak about, the 
prohibition-eniorcement work of the Bureau. But I have been rather inti- 
mately familiar with its tax functions since the summer of 1917. I know 
that the personnel of the Bureau has been singularly clean; that its responsible 
officials have been, with few exceptions, zealous and intelligent; that its 
leaders have fought with vigor and success the interjection of politics and 


politicians of the undesirable type. The Bureau deserves the respect and 
gratitude of the American people. . . 

The federal income tax, as it actually works, is not merely defective; it 
has reached a condition of inequality the gravity of which could scarcely 
be exaggerated. But the evil goes back not to administrative inefficiency or 
personal dereliction, but to the complexity of the law and the fundamental 
conditions of public service in the United States. How long will it be 
before Congress seriously undertakes to solve these difficult problems? 
Must there be laid upon the legislative altar the burnt sacrifice of smirched 
reputation and blasted character, before anything adequate will be done? 


Have we reached the stage where nothing short of scandal and graft will 
prompt remedial action? 


If so, there are evils even more menacing than the degeneracy of the 
federal income tax with which the American public must cope. 


In formulating a philosophy or program of tax reduction, 
the first and indispensable purpose should be to secure a tax 
which can be enforced. Reduction should make first of all for 
simplicity and administrability. Probably the most fertile 
source of complexity, inequality and trouble in the tax law is 
the wide discrepancy in the income tax between the taxation of 
individuals and the taxation of corporations. If we are to 
reduce income taxes, the reduction should first attempt to 
narrow the gulf between the corporation and the individual 
taxpayer, between those which pay a flat twelve and one-half 
per cent tax and those who pay graduated taxes running to a 
maximum, under the present law, of nearly fifty-eight per cent. 

The Bureau of Internal Revenue is staggering and stumb- 
ling under the burden of the income tax largely because its 
load is inexpertly distributed. Anything which tends to equal- 
ize the burden will help. Looking to economic rather than to 
social ideals, and speaking concretely, any material reduction 
of the surtaxes will make the administrative problem a little 
easier. But eventually there will have to be, in my opinion, 
fundamental changes in the structure of the income tax, to make 
it practicable and worth preservation. 
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I can refer only briefly to the character and import of these 
fundamental alterations. Probably the most important eco- 
nomic difference between the taxation of individuals and of 
corporations is found in the fact that under the personal taxes, 
wealthy individuals are taxed very much more heavily upon 
saved or reinvested income than are corporations upon the in- 
come which they save and reinvest. If Henry Ford receives 
$5,000,000 in any year, all of which he reinvests, he would 
pay surtaxes of fifty per cent upon this income. But if he puts 
his wealth and property in corporate form, he may save and 
reinvest to his heart’s content without paying more than twelve 
and one-half per cent. Many of the gravest complexities of 
the income tax go back to efforts, more or less unconscious, to 
solve this problem. The new Mellon tax bill, in its technical 
provisions relating to dividends, reorganizations, bases for 
computing gain and loss, depreciation, depletion and the like, 
is one of the ablest pieces of legislation from the technical 
standpoint ever drafted in this or any other country. As I 
did not draft these provisions I can praise them as they deserve 
to be praised. But I place on record the deliberate statement 
—endorsed by the authors of these provisions—that they 
lead to incurable inequalities and inconsistencies. 

In casting about for real remedies, I discard as politically 
impracticable— and in my own personal judgment as undesir- 
able — any such solution as wiping out the income tax and re- 
placing it by a general sales tax. We must preserve in prac- 
ticable form either the progressive income tax or something 
which serves the same end and purpose. Adopting this pre- 
mise, or speaking under this limitation, I see no ultimate 
solution less radical than a reduction of the surtaxes on saved 
and reinvested income, so as to make the maximum tax on 
such income the same whether reinvested by an individual ora 
corporation. An even better remedy, in my opinion— more 
logical and more practicable— would be to convert the sur- 
taxes upon net income into surtaxes on personal spendings. 
This last proposal involves no general tax on expenditures 
such as has in the past been properly condemned because it 
taxes the necessary expenditures of the poor. The proposed 
surtaxes on spendings, like the present surtaxes on net income, 
would begin not lower than four or five thousand dollars, pos- 
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sibly even higher. Such a tax would automatically exempt — 
from surtaxes only—all reinvested income; it would dis- 
sociate and divorce the whole scheme of surtaxes based upon 
individual ability to pay from the scheme of business taxation 
which can observe ability to pay only as an incidental or col- 
lateral object. It would tax income from tax-exempt bonds 
and other exempt sources when spent. It would avoid the 
complexities inseparable from the computation of those de- 
ductions necessarily used in computing net income. 

The most important plank in an economic platform of tax 
reduction should be to equalize the now highly different treat- 
ment of ir'come which is saved and reinvested. 

My preceding statements are fairly subject to a damaging 
criticism: they consist in large part of generalizations stated 
in strong language. It is necessary, if only by way of illustra- 
tion, to mention some of those concrete details which furnish 
the indispensable foundation of sound generalizations. For 
convenience, my references will usually be to the revenue bill 
(H. R. 6715) as it has just been introduced into the Senate. 
My criticisms, I repeat, go to the insolubility of many of the 
problems created by the income tax in its present form. Al- 
though I criticize, I could do no better, working with the kind 
of income tax we now have: 


1. Dividends 


If a corporation with an original capital of $1,000,000 ac- 
cumulates profits of $9,000,000 and distributes $8,000,000 by 
way of dividend, the stockholders pay surtaxes rising to a 
maximum of twenty-five per cent (which maximum will ulti- 
mately, in all probability, be thirty-five per cent or forty per 
cent). But if this distribution is given the form of a liquida- 
tion, which can easily be done, the recipient stockholder would 
get back his investment in the stock free of tax, and anything 
in excess of that would in the ordinary case be taxable as a 
capital gain at the rate of twelve and one-half per cent. 
And in general, distributions of surplus made in connection 
with reorganizations are given differential treatment of a 
favored kind, as contrasted with distributions made in the 
regular way. Worst of all—and utterly indefensible from 
the standpoint of equality of treatment — “distributions from 

[27] 


| 
} 
4 

| 


28 WEALTH AND TAXATION [Vou. XI 


depletion reserves based on the discovery value of mines” are 
taxed as capital gains. These depletion reserves have not 
been taxed at all to the corporation. Corporate surplus of the 
ordinary kind which goes eventually to the stockholder subject 
to the capital gain rate will have paid normally at least a 
twenty-five per cent tax—twelve and one-half per cent when 
earned by the corporation and twelve and one-half per cent 
when realized by the stockholder (and if the fourteen per cent 
corporation rate is adopted the total tax might ‘be slightly 
larger). But discovery-depletion reserves when distributed 
to the stockholder will have been taxed only once at the twelve 
and one-half per cent rate. 

Probably not twenty-five discoveries of importance have 
been granted to all the mines or mining companies in the 
United States. Thousands of oil companies have benefited 
by discovery-depletion, but they are not given this privilege 
of distributing it to their stockholders as capital gains. Worse 
than that, tens of thousands of other taxpayers make dis- 
coveries or perform economic service of equal worth and secure 
no deduction at all for the discoveries which they have made. 
Their discovery gains are taxed, as they should be. If any 
gain or income is properly eligible for taxation, the extra- 
ordinary gain resulting from discovery is eligible for taxation. 
The whole treatment of discovery values in the present income 
tax and in the proposed income tax is permeated with in- 
equality of the most unjustifiable kind; and this last singling 
out of a few fortunate beneficiaries for a new and additional 
bounty is a most ludicrously unanswerable proof of the im- 
possibility of the tying-up or articulating a flat tax on corpora- 
tions with the progressive tax on individuals. But this much 
at least may be said for the Senate proposal to treat as capital 
gains distributions made by mining corporations from reserves 
made up of deductions for discovery-depletion. If the dis- 
coverer had been an individual, he would never have paid 
taxes of any kind or amount upon this statutory deduction, 
which consists in large part of true gain particularly deserv- 
ing of reasonable and just taxation. 
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2. Earned Income 


The deduction for discovery-depletion is merely one illustra- 
tion of the favored treatment which in a score of ways so- 
called ‘‘unearned income” receives under the present system 
of taxation. If a professional man slaved and toiled from 
\ 1900 to 1913 to acquire skill and standing which enable him 
f to earn honestly $50,000 a year at present, he would pay the 
full surtaxes on all his income above $10,000. But if he 
formed a small corporation and secured or bought a timber 
claim during that period and by 1913 the timber had ap- 
preciated tenfold in value, the unearned increment existing on 
March I, 1913, would be exempt from taxation, although first 
realized in 1924; and the present law (as distinguished from 
the proposed revision) goes to the absurd length of providing 
that if the unearned increment is distributed, it shall not re- 
duce the cost basis or 1913 value of the stock used for com- 
puting gain if the stock is sold. The man who receives funded 
or propertied income is protected by depreciation, depletion, 
’ amortization, inventory, and similar allowances, in the com- 
putation of each of which there is indefinite scope for reducing 
| the true or real net income. If he sells the property his gain, 

in a large majority of cases, is taxable at the limited rate of 
twelve and one-half per cent. But if he sells at a loss, the loss 
is unlimited: it is permitted to neutralize or cancel income of 
every kind from every source. 

The convincing reason for a discount on earned income is 
not theoretical: it is the practical fact, denied by no one (to 
my knowledge) conversant with income-tax details, that at 
almost every point in the law property income receives, directly 
or indirectly, favored treatment of the most substantial kind. 
In general it is the man of accumulated wealth and property 

who can and does utilize ‘the holes in the income tax.” The 

proposed differential or discount of twenty-five per cent in 

favor of earned income is not too large to counteract the privi- 
leges accorded to “unearned income.” If Congress made 
that discount thirty per cent, earned income would still in fact 
and effect be taxed higher than “unearned income.” Yet the 
differential or discount is limited to income not exceeding 
$10,000 —and is left in needlessly complex form. A small 
reduction of revenue here could be made to accomplish a very 
great amount of simplification. 
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3. Capital Gains 


The most complicated and perhaps the most inconsistent parts 
of the revenue law are those dealing with capital gains and 
losses. One inconsistency has already been mentioned: the 
accumulated profits or saved income of a corporation is either 
income or capital gain to the stockholder according as it is 
distributed in a regular dividend or in liquidation. But no 
easy remedy is at hand. If we insist upon taxing all distribu- 
tions of corporate surplus as income subject to surtax, regard- 
less of what the stockholder paid for his stock, we get first of 
all into a legal or constitutional difficulty. The courts prob- 
ably would insist that a liquidating distribution is an exchange, 
in which the resulting income is a gain taxable only as such. 
Secondly, if this legal difficulty did not exist, the stockholder 
would only have to sell his stock to some investment corpora- 
tion, taking his gain in that manner; and thereafter the invest- 
ment corporation could receive the dividends, however large, 
taxfree, eventually sell the stock at a loss, and take the loss in 
full. Worse still, the investment company could borrow the 
money to buy the stock in the first instance and deduct the in- 
terest paid on this debt from current income, although any 
dividends received on the stock would be entirely taxfree. 

Again, in determining gain or loss from the sale or other 
disposition of property acquired before March 1, 1913, the 
new bill provides in substance that the basis for computing 
gain or loss shall be either the cost of such property or the fair 
market value of such property as of March 1, 1913, which- 
ever is greater. Here is another “favor” extended to “un- 
earned income.” It is unfair to the government and, in my 
opinion, will make necessary a considerable number of new 
valuations (although this point is a close one and my criticism 
may be unjustified). Again, the rate on capital gains is 
limited, while no limit is set on the allowance for capital losses. 
Yet if we took capital losses into account at twelve and one- 
half per cent, we should get into this dilemma: a bond (held 
for more than two years) sold at a loss would reduce the 
ordinary tax by only twelve and one-half per cent, but if the 
bond became a total loss it could be deducted in full as a bad 
debt under Section 214 (a) (7). 

Would it not make for simplicity if capital gains and losses 
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were wholly ignored as in the British tax? Possibly it would 
make for simplification, although I do not feel sure of the 
conclusion. Certain it is that, if we banish capital gains and 
losses but keep the kind of income tax which we now have, we 
should have to introduce in the law a new set of complexities. 
First of all, this change would indefinitely expand the number 
and importance of the highly difficult cases in which it is nec- 
essary to decide whether property is held primarily for sale in 
the course of the taxpayer’s trade or business. If the pro- 
perty were not held primarily for sale, no gain or loss would 
result from its sale. Next we should have trouble with taxes, 
cost of superintendence, and other expenses connected with 
capital assets. If capital gains are not taxed, should we 
allow as deductions the expenses incurred in connection with 
capital assets? Next, the line between capital assets and stock- 
in-trade is so narrow that the taxpayer would find it easy in 
scores of cases to work capital losses in as ordinary or business 
losses, whereas doubtful gains would be excluded as capital 
gains. Finally, we should have grave trouble with stock 
dividends. A corporation could amass a large surplus, cap- 
italize it in a stock dividend, and the stockholder could sell the 
stock received as a dividend without tax on the gain. Special 
and probably cumbersome rules would be required to block 
this avenue of avoidance or evasion. 

There is no solution working along present lines. The thing 
which is income to a corporation in one year (in one accounting 
period) is capital to it the next year (or accounting period), 
and may be income or capital to the individual stockholder ac- 
cording to the way in which it is distributed to him. The true 
distinction we are seeking is between personal spendings 
(above the margin of subsistence) and income or incomings 
which are reinvested. A progressive personal tax and a pro- 
portional corporation or business tax cannot be united or arti- 
culated in an organic and harmonious unit. There is no solu- 
tion short of absolute divorce. 

The gulf between the personal and corporation taxes is 
widening. The maximum normal tax on individuals, under 
the Senate bill, is six per cent, whereas the corporation tax is 
fourteen per cent. Corporations will thus pay an additional 


tax of eight percent. If the stockholders of a corporation are 
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wealthy, this eight per cent is an inadequate consideration for 
the privilege of saving through the corporation without pay- 
ment of personal surtaxes. If the stockholders are poor, the 
eight per cent is an exorbitant overcharge. 

As regards the corporation tax, also, reduction should have 
simplification and administrability as its principal objectives. 
These ends, in my opinion, can best be attained by a drastic 
reduction of the tax rate accompanied by a drastic elimination 
of corresponding deductions. The corporation income tax, 
like the personal income tax, is full of holes. A hole is usually 
opened by every time a valuation is authorized. Valuations 
as of March 1, 1913, for computing gains or losses, deprecia- 
tion, obsolescence and depletion; recurrent valuations for the 
purpose of computing discovery-depletion; annual valuations 
for computing inventories at cost or market, whichever is 
lower; these in particular endlessly complicate the law and 
open up holes which make the tax highly unequal when oper- 
ated at a rate as high as twelve and one-half per cent or four- 
teen per cent. Other provisions are very questionable, al- 
though there is no easy solution of the problems which they 
present. It has already been pointed out that a corporation 
may borrow money, deducting the interest paid on the debt, 
to purchase and carry stock in a second corporation, which 
may then distribute all or nearly all of its surplus to the first 
corporation in dividends free of tax to the first corporation, 
and thereafter the first corporation may sell the stock at a loss, 
wiping out to the full extent of the loss income from other 
sources. In fact, though not in theory, corporations may 
borrow heavily to purchase and carry tax-exempt securities. 

Let me acknowledge at once that any substitute for the pre- 
sent corporation tax which I or anyone else proposes, will 
be marked by similar— perhaps by equally serious — imper- 
fections. The principal point which I wish to make in stress- 
ing the imperfections of the present corporation tax is this: 
it is so circumscribed and unequal in its operation that it cannot 
fairly or accurately be discussed as if it were a general busi- 
ness tax on true net income. It most distinctly is not. Some- 
times for sound, sometimes for unsound reasons, it goes easy 
on such industries as oil production and life insurance. Im- 
portant categories of income are, for sound or unsound reasons, 
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exempt: e. g., income from Liberty Bonds, state and municipal 
bonds, dividends from domestic corporations. It does not 
apply to hundreds of thousands of business activities carried 
on by individuals, partnerships and trusts. 

The vital significance of all this, in my opinion, is the fact 
that between a net income tax on corporations such as we now 
have, and a gross income tax on corporations, there can be no 
great differences with respect to shifting and diffusion. The 
American people prefer a complicated net income tax on busi- 
ness to a comparatively simple tax on gross income of business, 
largely because of the belief that a gross income tax will, 
whereas a net income tax will not, be shifted to the consumer 
in the form of higher prices. Whether this belief is sound is 
a matter of abstract theory which I shall not here attempt to 
decide. That it cannot be true of a tax on corporations marked 
by the limitations and imperfections of the tax which we now 
have, seems to me almost certain. The corporation income 
tax could be made simple and workable by laying it on gross 
rather than net income, reducing the rate to two or three per 
cent, and eliminating most of the deductions. In industries 
or occupations such as banking, where the inventory problem 
does not exist and depreciation is relatively unimportant, it 
would be easy and perhaps wise to retain a net income tax. In 
industries such as mining, the tax rate on gross income should 
be especialy reduced to make allowance for the wasting of 
capital assets. Whatever the advantages or disadvantages of 
this proposal, I feel confident that no sound objection to it may 
be made on the ground that it would occasion more shifting of 
the tax to the consumer than the tax which we now have. 

Thirty years ago Professor T. N. Carver, in a highly the- 
oretical paper on taxation, pointed out that a fundamental con- 
flict exists between what might be called the economic and the 
social bases of taxation. This discussion by Professor Carver 
is a classic. It deserves to rank with Adam Smith’s canons 
of taxation. No theoretical analysis has ever been more 
abundantly verified by experience. Looking to society as a 
group of consumers, taxation, he pointed out, should be highly 
progressive. Looking to the repressive effects of taxation 
upon industry, highly progressive rates are impracticable. 

Taking both considerations into account, Professor Carver’s 
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conclusion was, if I remember aright, that we should have a 
moderately progressive tax. There is profound practical as 
well as philosophical wisdom in this conclusion. But I be- 
lieve that it can be improved. A better solution, in my opin- 
ion, is sharply and clearly to differentiate business from con- 
sumption taxes. They cannot successfully be combined. The 
true objective of the progressive personal income tax is un- 
necessary or surplus consumption. It may safely be heavily 
taxed. It furnishes the true outlet for the irresistible demo- 
cratic demand for highly progressive taxes based upon ability 
to pay. 

Taxes which rest upon investment and business should be 
governed by entirely different principles. In all probability, 
further analysis and experience will prove that they should be 
adopted in the expectation of widespread shifting or diffusion, 
and that the rates should be proportional or mildly degres- 
sive. If progressive rates ever prove expedient, the progres- 
sion will certainly be based on other factors than those which 
control progressive rating in taxes upon individual or personal 


income. 
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(): tax system needs reforming. It is well-nigh a 


chronic condition of tax systems in democracies; and 

a condition which is accentuated in periods of post- 
war readjustments in national finance. The administrative 
features of the present federal fiscal system are certainly in 
need of reform, as Professor Adams has pointed out. I agree 
with every suggestion he has made for improving the admin- 
istrative features of our present tax law. Secretary Mellon has 
made some excellent suggestions to Congress in that respect, 
all of which should be embodied in the new tax law. 

But we are discussing here the social and economic basis of 
tax reform. There has been some opposition to the suggestions 
of Secretary Mellon as embodied in his plan. In part these 
were based on purely political considerations of no great con- 
sequence to anyone except those charged with the formulation 
of strategy for their party. No doubt they will acquire wisdom 
with age, and will not soon again attempt a revision of taxes 
in an election year. All parties have learned that the tariff 
must not be tinkered with just before election. After the 
present exhibition at Washington we shall know better than 
to revise the tax system just before election. 

But aside from this political opposition to the tax reforms 
embodied in the Mellon plan there was a great deal of honest 
Opposition on social] and economic grounds. If anyone doubts 
that let him listen to the representatives of agriculture and of 
labor upon this program. I am sure that he will find honest 
dissatisfaction with the present proposals for tax revision in 
Washington among the groups which these spokesmen repre- 
sent. What is at the bottom of this dissatisfaction with the 
proposals for revision? 

The fundamental economic fact upon which the criticism 
is based is the existence of a great number of differential in- 
comes in the present industrial structure. By differential in- 
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comes I mean incomes that are larger than necessary to in- 
duce the service for which those incomes are paid. The ex- 
cess profits tax, whatever else it may have accomplished, taught 
us that the profits of business vary enormously from industry to 
industry and from establishment to establishment within the 
same year. They do not tend to cluster closely around an aver- 
age of seven, or eight, or ten per cent. They range from an 
actual loss, to profits of fifty per cent or more upon invested 
capital. This is not true of war years and war profits only; 
it is true of every year. It is not true of a few industries 
merely. This wide diversity of profits is found in most indus- 
tries. All competitors sell for the same price, but varying 
conditions as to volume of output, as to efficiency of manage- 
ment, and as to fortuitous circumstances, work a wide diversity 
of profits. These are in many cases far higher than necessary 
to command adequate capital and stimulate initiative and effi- 
cient management. These are surpluses, quasi-rents if you 
please, which are produced by the automatic and unconscious 
working of the social process. 

Nor are differential incomes confined to the field of profits. 
Rents for land and buildings exhibit much of this same sort 
of thing. Interest rates are now, and have been for some 
years, higher than they need be in most cases to bring forth 
the present volume of savings and capital accumulation. The 
rise of prices, the improvement in industrial technique, and 
the consequent increase in profits brought about a demand for 
capital which raised interest rates above the rate needed to 
stimulate the forthcoming supply of capital. When war came, 
the government’s demand for funds, backed by the power of 
taxation, drove interest rates to a level which was far higher 
than necessary to induce the volume of savings which actually 
occurred. They still remain higher than the rate which is 
usually regarded as normal in times of peace. 

Nor are differential incomes limited to those derived from 
property. Salaries, and even wages, contain today in many 
cases a considerable surplus. It has been a common experience 
in the last twenty-five years to have men who prepared them- 
selves for professional work in the expectation of an income of 
from $3,000 to $4,000 to find that they are presently earning 
three or four times that amount. It is not necessary, economi- 
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cally speaking, to leave these people the income they have been 
able to demand in the new situation which has developed out 
of the growth of American industry. 

With the great increase in production and with the rising 
level of prices and profits, the social process produces a great 
many incomes by way of profits, interest, rents, wages and 
salaries, which constitute surpluses over and above the amount 
economically necessary to stimulate the present supply and 
utilization of our factors of production. This is one of the 
fundamental economic facts which will underlie all discussions 
of tax reform during the next two decades. As yet the issue is 
confused because the concept of economic differentials or quasi- 
rents is one which had well-nigh disappeared from American 
thinking in the last quarter-century. When these differential 
incomes in the field of profits were forced upon our attention 
during the war, we uttered a loud puritanical cry. “ Profiteer- 
ing ’’ was the most intelligent utterance of which we found our- 
selves capable. But gradually we are discovering that these 
differential incomes come to men, not so much b' use they 
strive for them with malice aforethought, but rathe at they 
result quite naturally from an industrial process ful. initia- 
tive, efficient in production, and improving rapidly in its 
technical and managerial methods. 

Once this economic fact is clearly established in the public 
mind, our social ideals will demand that these surplus incomes 
be sought out and taxed for the support of public activities. 
Such a course is in harmony with our aim of productive effi- 
ciency and with our ideals of democracy. The outstanding 
finance minister of the next generation may well be one who 
proceeds to reform the tax system of the nation with Hobson’s 
Industrial System as a Bible, just as Pitt, a century and a quar- 
ter ago, proceeded to reform the English fiscal system on the 
basis of Adam Smith’s Wealth of Nations. 

There are administrative limitations which make it difficult 
to carry through a constructive tax reform. What one would 
like to do as a matter of abstract and ideal justice, and what can 
be accomplished in the field of practical administration, are two 
radically different things. But it is certain that we could do 
much toward reaching differential incomes by improving our 
administrative machinery. It is certain, too, that the difficul- 
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ties of enforcing high surtax rates have been much over- 
emphasized in the recent discussion. The collections for the 
first quarter of 1924 indicate that this year’s taxes paid on 
account of incomes earned in 1923, will amount to $1,100,- 
000,000 in personal income taxes alone. A similar amount 
will be collected in back taxes and in corporation income taxes. 
This is the largest amount of personal income taxes levied 
against the income earned in any year except 1919. In that 
year they amounted to $1,270,000,000. It is hard to believe 
that personal income taxes are drying up even in the surtax 
section. 

One of the things which is urgently needed is a reexamina- 
tion of the theory of income. The concept of income has been 
sadly neglected in the field of economic literature. It is a 
striking fact that there is no book on income in either economics 
or accounting. Even the legal textbooks deal only with that 
phase of the problem of income which arises out of the deter- 
mination of income as between life tenant and remainder man. 
One of the reasons for the present-day evasions and avoid- 
ances of taxes is that the law as constituted attempts to tax as 
income things which will not be considered as income at all 
when the concept has been clarified and developed. Continuity 
is of the essence of income. Probably the best definition we 
have is Cannon’s definition that income is power of continuous 
demand. This fundamental characteristic of income will have 
an important bearing, not only upon the treatment of gains 
which are by way of windfalls, but upon those vague and 
muddled subjects, depreciation and depletion. 

In the stress of war conditions the securing of adequate 
revenue was a consideration which overweighed many others. 
But the time has now come when an adequate theory of income 
should be developed. When that has been accomplished, we 
shall hear less of tax avoidance and of administrative difficulties. 
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SOME POSSIBLE EFFECTS OF TAXATION 
ON BUSINESS* 


WILLIAM TRUFANT FOSTER 
Director of the Pollak Foundation for Economic Research 


ONEY spent in the consumption of commodities is 
the force that keeps the wheels of industry moving. 


Money thus spent is therefore the most fundamental 
of the many factors that play a part in business fluctuations. 
When consumers spend just enough money to take away 
current production, without disturbing the general price-level, 
at the rate it reaches consumers’ markets, business proceeds 
steadily. Under such a condition, ordinarily, the produc- 
tion-consumption equation is maintained: that is to say, the 
output of finished goods is used up as rapidly as it is ready 
for use. And that is the end for which society is industrially 
and financially organized. That condition was closely ap- 
proximated from the early spring of 1921 to the early spring 
of 1922. During those twelve months, business appears to 
have fluctuated less than in any other twelve months since the 
outbreak of the World War. Production of commodities and 
sales to consumers, as well as prices, employment and total 
volume of trade, were exiraordinarily stable. In _ short, 
money spent in the consumption of commodities was just 
enough to prevent marked fluctuations in business, upward or 
downward. When consumers spend more than enough money 
to take away available supplies of finished commodities at 
current prices, prices rise and business rushes forward. That 
is what happened from 1916 to the middle of 1920. When 
consumers fail to spend enough to buy available supplies at 
current prices, prices fall and business slackens. That is what 
happened in the latter part of 1920. In short, to move com- 


1 This discussion is based on the conception of the annual production- 
consumption equation and its dependence on the circuit flow of money from 
consumer back to consumer. That conception is considered at some length in 
Money, which is volume two of the Publications of the Pollak Foundation 
for Economic Research, Newton, Mass. 
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modities year after year without disturbing business, enough 
money must be spent by consumers, and no more than enough, 
to match all the commodities, dollar for dollar. Otherwise, 
there is sure to develop presently either a glut or a shortage, 
a resultant change in the price-level, and a tendency toward 
business depression. That is because production looks for its 
regulator to distribution ; and distribution in turn is regulated 
by the flow of money through consumers’ markets. 

To raise the general standard of living substantially re- 
quires, among other things, not only increased per capita 
production, but also a flow of money to consumers sufficient to 
enable them to buy the increased output at current prices. As 
soon as there is much doubt of their ability to do so, produc- 
tion is curtailed. They can do so, under prevailing conditions 
in the United States, only if the volume of money in circula- 
tion is increased ; but it is not enough that the total volume be 
increased. The new money must go into circulation in such 
a way that the flow into consumers’ hands is equal in value, 
at current prices, to the flow of new goods into consumers’ 
markets. Only in that way can the new money maintain the 
annual production-consumption equation. If, for example, 
money—new or old—flows into circulation and through the 
channels of commerce in such a way that it is used to produce 
goods twice before it is used by consumers, it is not serving to 
maintain the equation. That is to say, it is not enabling 
those who want to wear new shoes, and drive new cars, and 
live in new houses to buy them as fast as they can be made. 
In short, it is tending toward the only kind of general “ over- 
production” that is of any practical concern to mankind, 
namely the piling up of stocks beyond the buying capacity, at 
current prices, of those who would like to buy them. Con- 
sequently, if we are to understand the monetary means of 
lifting business activity to higher levels and keeping it there, 
we must consider where money enters the circuit flow and 
whether it is first used to produce goods or to buy finished 
goods. 

It follows that in order to understand the effects of taxation 
on business fluctuations, we should direct our attention pri- 
marily to the effects of taxation on the production-consump- 
tion equation. That is to say, we should try to find out in 
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what ways taxation modifies the relation between the flow of 
goods into consumers’ markets and the flow of dollars into 
consumers’ hands. This is a vast and complicated subject. 
We can do no more with it at this time than to comment upon 
certain aspects that appear to deserve more consideration than 
they have received. 

First, we should note that nearly all receipts from federal 
taxation are spent by the government in such a way as to put 
money into the hands of consumers without putting commodi- 
ties into consumers’ markets; for the government ordinarily 
produces very little that is offered for sale. Thus government 
expenditures immediately affect only the demand side of the 
equation. In other words, most of the money that the gov- 
ernment obtains, either as taxes or as loans, goes, directly or 
indirectly, into the hands of buyers of finished products be- 
fore it is used to produce anything for them to buy. This 
means that most of the receipts from federal taxes are spent 
in consumption before they are spent in production. This is 
equally true of taxes collected by states, counties and cities. 
That is what we mean when we speak of public appropria- 
tions for schools, roads, sewers, salaries, pensions and bonus 
payments as unproductive expenditures. For the most part, 
they are not used to produce anything that is to be offered for 
sale. 

As long as these expenditures bear a constant relation to 
productive expenditures, the production-consumption equa- 
tion is not affected. But whenever taxes increase or decrease 
more rapidly than production, taxes tend to destroy the equili- 
brium. This is the tendency whenever the annual increase in 
taxes is much above four per cent, because production does not 
increase, year in and year out, at a faster rate than four per 
cent. In so far as money collected as taxes in excess of that 
rate would have been used in the production of consumers’ 
goods, if not taken by the government, the tendency of such 
an increase in taxes is to increase the demand side of the 
equation more rapidly than the supply side. This is not neces- 
sarily bad for business. I do not agree with the statement 
commonly accepted as an obvious truth, that tax increases are 
always bad for business. They may be beneficial to business 
when consumer demand is not keeping pace with production. 
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They may be injurious to business when employment is at a 
maximum and production is not keeping pace with consumer 
demand. 

We come, then, to the question whether the increased taxes 
of recent years have been beneficial or injurious to business. 
Certainly they have been injurious if they have prevented 
capital facilities and production from increasing. When taxes 
are so levied as to prevent the growth of capital goods, and 
thereby to prevent increased production, they cut off sources 
of further revenue. They kill the goose that lays the golden 
egg. Taxation without representation may be tyranny; but 
taxation without production is impossible. Continued taxa- 
tion requires the continued replacement of old capital and 
accumulation of new capital, which is impossible when the 
unproductive expenditures of the gove.ament run riot. No 
shoe manufacturer can extend or even maintain his production 
facilities, if he spends too large a proportion of his receipts 
in pensioning employees, in ornamenting his plant, and in 
policing it. No nation, no matter what the form of govern- 
ment, can escape the same economic forces. They aye no 
respecters of government. Production may be paralyzed not 
only by the autocratic control of absolute monarchy, but as 
well by the irresponsible tyranny of democracy. By means 
of excessive direct taxation, or by means of illicit taxation 
through inflated currencies, or by means of military force, a 
government may seize and dissipate existing capital; but in 
the future it will find no means of seizing the wealth which it 
has thereby prevented its people from producing. All this 
must be admitted. It was well known, even before it was 
demonstrated by the recent dramatic experiment of Russia. 

The question remains whether, as a matter of fact, increased 
taxes in the United States and the diversion of funds to tax- 
exempt securities have so affected the production-consumption 
equation as to cause unusual instability or inactivity of busi- 
ness, or both. A number of the authors of papers in this vol- 
ume have answered, yes. It appears to be the prevailing 
opinion. In fact, the argument most commonly advanced 
against the present income tax is that it injuriously interferes 
with the growth of capital facilities and with productive enter- 
prise in general. One banker says: 
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It is impossible for the methods of individualism, on which our economic, 
social and political system is based, to function adequately if both the growth 
of capital resources needed for industry, and the reward of effort and risk 
continue everlastingly to be curtailed as drastically as they are curtailed 
under the existing scheme of taxation, or as they would be under the proposed 
Democratic scheme. The two things and aims are simply not reconcilable. 


One business man urges a reduction of taxes that “ will return 
diverted capital to business channels.” A professor of econ- 
omics says that “ private enterprise has been seriously handi- 
capped” by large investments in tax-exempt securities, due 
mainly to high surtaxes. ‘‘ Tax-exemption,” says another 
professor of economics, “disturbs and even imperils general 
industry.” 

To what extent is this contention supported by the facts? 
It is important for us to know, no matter what our views may 
be concerning tax reduction and tax-exemption. However 
wise a measure may be, it should not be carried by fallacious 
arguments which lead to unwarranted expectations concern- 
ing the effects of the measure. Politicians may favor or 
oppose legislation for their own inscrutable reasons; but in 
the Academy of Political Science, whatever stand we take on 
any issue should be taken on logical grounds. 

Let us ask, then, what effects income taxes and tax-exempt 
securities actually have had on business in the United States 
during recent years? It is impossible to answer this question 
accurately. We cannot segregate and measure these two in- 
fluences. In our indexes of business conditions, however, we 
have fairly dependable measures of the net results of the 
operation of these two forces in conjunction with all other 


- forces. These indexes show that a period of notable business 


stability followed the collapse of 1920. From April, 1921, 
to March, 1922, it appears that prices, production, trade and 
employment fluctuated less than in any twelve months since the 
outbreak of the World War. During this period, the Har- 
vard price index moved within the comparatively narrow 
range of 49.8 and 55.9. The Harvard index for business 
fluctuated much less than in any other twelve months from 1919 
to date: wholesale commodity prices did not move above 148 
or below 138. Indeed, from June, 1921, to March, 1922, in 
only one month was there a variation of one per cent from 141. 
[43] 
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Employment, both in the first month of this period and in 
the last, stood at 80, having been no higher than 86 in any 
month. The volume of domestic trade, as indicated by bank 
clearings outside New York City, was 13.37 billion in April 
and 14.04 the following March, having in the meantime 
reached no higher than 14.37. On the whole, this was a 
period extraordinarily free from business fluctuations. The 
least we can say is that income taxes and tax-exempt securities 
did not prevent business from proceeding on an even keel. 

During the next twelve months, however, all the principal 
indexes of business conditions exhibited marked upward ten- 
dencies which, early in 1923, went so far that business ap- 
peared to be in the first stage of a major boom. The Harvard 
price index of business cycles, starting at 54.3 in April, 1922, 
rose to 78.9 in February—a range of 24.6, compared with a 
range of 6.1 for the previous twelve months. Wholesale prices 
rose from 143 to 159. Employment moved-up™rapidly from 
78 to 96. More important still, the volume of manufactures rose 
in one month (February to March) from 109 to 117, and thus 
reached seventeen per cent above normal—the highest point in 
three years. The volume of manufacture of consumption 
goods, which continued above normal through 1922, rose 
sharply from 101 in January to 115 in March. Production 
of pig iron, which had mounted from 33 in the summer of 
1921 to normal in November, 1922, went abruptly up to 116 
the following March. The monthly production of automo- 
biles jumped from 207.3 thousand cars in December to 344.4 
thousand carsin April. At the same time, the volume of build- 
ing permits reached a high peak. The volume of domestic 
trade, which had hovered around 14 during the previous twelve 
months, increased rapidly. In March, 1923, it rose to 17.58. 
Seldom have we reached such heights of industrial activity. 
At least, we must conclude that income taxes and tax-exempt 
securities during this period did not prevent rapid increases in 
the volume of production, the volume of employment and the 
volume of trade. Private enterprises did not appear to be 
“seriously handicapped ”’. 

This extraordinary business activity of the first quarter of 
1923, however, was not sustained throughout the year. 
Neither was there a general slump in business. There was, 
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indeed, an unfortunate recession—a more than seasonal de- 
cline—in the middle of the year; but it was a decline from a 
high level to a level that was still high, and it did not lead to 
a depression. The net result of the forces that, somehow or 
other, were brought to bear at this time was a year of sound 
economic conditions. The physical volume of trade, all 
branches included, was nine per cent above normal; and 
freight-car loadings, the most comprehensive of indexes, broke 
all records. Employment, wages, trade and profits were sus- 
tained, in general, on a high level. Industry and finance, as 
a whole, during the last three quarters of the year showed un- 
usual stability. Meantime, the attitude of forecasters, bankers 
and business men, generally, toward the prospects of 1924, 
changed from concern to confidence. All this, we must admit, 
happened after several years of high income taxes and while 
tax-exempt securities were being issued to the value of not 
far from a billion dollars a year. There is no evidence that 
the diversion of investments to these securities imperiled or 
even disturbed business. 

Nevertheless, it is true that business receded, during the 
middle of 1923, from the heights attained in the first quarter. 
Was this recession due to a lack of capital facilities? This 
does not seem to be a reasonable explanation, since the capital 
facilities by means of which the volume of manufactures rose 
early in 1923 tu seventeen per cent above normal were nearly 
all available throughout the year. Was the recession due to a 
lack of funds for private enterprise, caused by the fact that 
income-tax rates favored investments in tax-exempt, public 
securities? This is a common explanation, but it is not con- 
vincing. It fails us, first, because it does not explain why the 
assumed cause suddenly became effective early in the spring 
of 1923, after it had been in operation for several years; 
second, because it does not explain why business made such 
an excellent recovery later in the year, while the assumed 
cause was still in operation. This explanation fails us, finally, 
because it is inconsistent with the facts. As a matter of fact, 
the growth of business was not impeded early in 1923 by 
credit conditions. There was no stringency in the money 
markets. It is true that, in February and March of 1923, 
three of the Federal Reserve banks raised their rediscount 
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rates one-half of one per cent; but commercial banks for the 
most part were not dependent at that time on the reserve 
banks. And the prevailing rates on commercial paper were 
not high enough to cause a recession in business. They were 
lower than the rates under which business expanded rapidly 
in 1919. Moreover, the reserve ratio was high. In spite of 
the fact that twelve billion dollars had been invested in tax- 
exempt securities, there was still plenty of money available 
for every legitimate business, at rates that were not prohibi- 
tive. For these three reasons, it appears that the marked 
business expansion of early 1923 was not curbed because high 
taxes had driven capital into unproductive enterprises. 

As a matter of fact, investments in new corporate issues in 
the United States during the past three years have increased 
notably. The figures from the Commercial and Financial 
Chronicle (Volume 118, p. 362) are as follows: 


$2,303,328,636 
2,710,011,386 


New corporate issues for the first two months of each year, 
1920-24, (according to the Commercial and Financial Chron- 
icle, Volume 118, p. 1462) were as follows: 


313,456,000 
674,217,637 
505,209,512 


The total capital issues for the past five years have been over 
twice as large each year as the average for the preceding ten 
years. 

The unpublished index of the money incomes of factory 
workers in the United States, devised by William A. Berridge, 
and recently awarded the prize in the J. Walter Thompson 
contest, shows that wages for 1923 were more than ten per cent 
above the average for the previous four years. An index of 
consumers’ purchasing power in the United States prepared by 
Carl Snyder, and not yet published, shows that wages have 
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recently increased much faster than the cost of living. That 
is to say, industry as a whole has found the means to increase 
the real wages of labor. These two indexes do not reveal 
timidity of business enterprise or dearth of capital. 

It is evident, then, that taxes in recent years have not yet 
caused any major fluctuations in business. Neither have they 
yet prevented business from developing in a wholesome way 
and staying at a fairly high level. May it not be true, on the 
contrary, that the large investments in tax-exempt securities 
have actually had their part in enabling business to go rather 
steadily forward during the past three years? We have al- 
ready observed that if business is to develop steadily, the pro- 
duction-consumption equation must be maintained: consumers 
must obtain enough money to take away the goods as rapidly 
as they reach the markets. We must consider, then, the ef- 
fect. of -tax-exempt securities on the flow of income in rela- 
tion to the flow of commodities. The value of wholly tax- 
exempt securities outstanding, according to the Secretary of 
the Treasury, is about twelve billion dollars, and a large 
part are of recent issue. This means that during the past 
few years several billion dollars were disbursed by the fed- 
eral government, by states, by counties and by cities, mainly 
as wages, but in enterprises that produced nothing for sale. 
The result was vastly to increase the purchasing power of 
consumers without in the process adding to the stocks in con- 
sumers’ markets. The money that was spent for roads, 
sewers, and municipal buildings was not used, and it might 
otherwise have been used, to increase the supply of shoes, 
pianos and confections. Had the amount of money spent in 
production of consumers’ goods during the years 1921 to 
1923 been as high as usual, in relation to the amount spent for 
public works, the problem of preventing “ over-production”’, 
early in 1923, would have been more serious. For then, as 
in every period of rising prices and increasing productivity, 
corporations were not disbursing, as costs and profits, or in 
other ways, an amount of money equal to the value, at current 
prices, of the commodities they were producing.’ Thus, 


1 This thesis is expounded at length in Costs and Profits, by Hudson Bridge 
Hastings, which is Pollak Publication Number Three, Newton 58, Mass., 1923. 


[47] 


\ 

) 

| 
| 


48 WEALTH AND TAXATION [VoL. XI 


while the volume of manufactures of consumption goods rose 
during 1921, 1922 and early 1923, the volume of money dis- 
bursed by corporations was not enough to maintain a circuit 
flow of money that would provide consumers with sufficient 
purchasing power to buy the increased output. I throw out 
the suggestion that this discrepancy might have caused gen- 
eral over-production and a resultant business depression, had 
it not been for the counteracting influence of a billion dollars 
a year, more or less, in wage-payments, made from the pro- 
ceeds of the sale of tax-exempt securities, and not used to in- 
crease the stocks offered for sale. 

I am not offering this consideration as an argument for or 
against tax-exempt securities. I am merely pointing out, 
first, that it is impossible, in a money and profit-making econ- 
omy, to continue such an expansion of production as occurred 
in 1922 and 1923, unless consumers’ income somehow man- 
ages to keep pace with the output of consumers’ goods; second, 
that the unprecedented volume of tax-exempt securities dur- 
ing those years helped consumers’ income to keep the pace; 
and, third, that if no more tax-exempt securities are issued, 
and if the result really is a diversion of say, half a billion 
dollars a year from non-productive enterprise to productive 
enterprise, this may cause an increased flow of goods into con- 
sumers’ markets, a decreased flow of money into consumers’ 
hands, over-production, falling prices and a depression. 

That will not be the result, of course, if there are counter- 
acting forces of sufficient magnitude. Is it possible that a 
federal bonus for ex-service men would prove a counteracting 
force? And, if so, would it be good or bad for business? 
The answer depends on various factors, among them the state 
of business when the taxes are collected and the bonus pay- 
ments are actually made, the extent to which these payments 
involve an increase in the amount of taxes collected, and the 
sources of this increase. 

For the sake of a specific illustration, let us assume that 
bonus payments of half a billion dollars are made in a given 
year and that these payments prevent a reduction of like 
amount that otherwise would be made in the income taxes 
of the higher brackets. This means that half a billion dollars, 
the greater part of which would have been invested if it had 
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not been collected as taxes, are turned over to men who spend 
the greater part of it promptly in consumption. Is this good 
or bad for business? That depends partly on where the 
money comes from. If it means the diversion of that amount 
of money from investment in tax-exempt securities, the effect 
on business in general is not necessarily marked; for, in one 
case, the money goes to consumers as bonus payments and in 
the other case most of it goes to consumers as wages. In 
either case, it increases the demand side of the equation with- 
out increasing the supply side. This is also the immediate 
result if the money paid to ex-service men is diverted from 
investment in new producers’ goods. 

If, however, the money disbursed as bonus payments would 
otherwise have been used to produce new consumers’ goods, 
the effect on business is necessarily marked. It is bad for 
business, as a whole, when employment is at a maximum, and 
dollar demand is outrunning supply at current prices, and the 
price level is rising. It is good for business if employment is 
less than maximum and dollar demand is insufficient to move 
available stocks. In short, whether it is better for business 
as a whole to have a given amount of money first used to buy 
available consumers’ goods or first used to produce more con- 
sumers’ goods depends on the state of the production-con- 
sumption equation. 

It follows that a bonus bill would be good for business if 
payments were timed in such a way as to make up deficiencies 
in consumers’ purchasing power when the price level began 
tosag. During 1919, for example, a year of feverish activity, 
bonus payments would have been bad for business generally, 
bad for the so-called beneficiaries, as well as for the people 
generally. During 1921, on the other hand, a year of de- 
pression, bonus payments would have been economically de- 
sirable. In short, the only kind of bonus bill that is eco- 
nomically sound is one which provides for payments adjusted 
to business conditions—to the requirements of the production- 
consumption equation. Such a bonus bill, so far as I know, 
has never been proposed. 

But why lay so much stress on the money side of the equa- 
tion? Why should public policy seek to adjust demand to 
supply? Will not business stability result just as surely from 

[49] 


\ 


50 WEALTH AND TAXATION 


the adjustment of supply to demand? Certainly it will. If 
business stability were our only aim, it would not matter 
whether we tried to limit the volume of production to avail- 
able demand, or tried to keep the volume of demand up to 
available production. Business stability, however, is not an 
end in itself, but only a means of sustaining the volume of 
production at constantly rising levels. Therefore the aim 
should be to increase the flow of money into consumers’ hands 
as rapidly as it is possible to increase the flow of commodities 
into consumers’ markets. It is plainly contrary to the in- 
terests of society for its members, as producers, to turn out less 
than they can readily turn out merely because, as consumers, 
they have not enough money to buy what they are turning 
out. Public policy, in taxation as in all other affairs, should 
not be directed toward limiting the production of commodities 
in general to available consumers’ demand but rather toward 
sustaining consumers’ demand on a level with available pro- 


duction. 
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THE DEMOCRATIC PLAN OF TAX REDUCTION 


MEYER J ACOBSTEIN 
Member of Congress, Thirty-eighth District, New York 


HE cry of partisanship is raised whenever there is dis- 
agreement on national issues. We must not forget 
that our two-party system is founded on the theory 
that the function and duty of the minority party is to criticize 
and make counter-proposals, of a constructive character, of 
course. In fact, anything but obstruction is perfectly legi- 
timate aid on the whole is apt to lead to saner conclusions 
than if the proposals of the majority were swallowed without 
question. 

Whatever else may be thought of the Democratic plan, it 
must be conceded that it sought for tax reduction. In fact, 
the ablest proponent of the Mellon plan, who made the most 
logical and most convincing argument in its favor, the Honor- 
able Ogden L. Mills, accused the Democratic plan of going too 
far with its tax reduction, and called it “too much of a good 
thing”. It is certainly unfair to say in the same breath that 
the Democratic plan retarded tax reduction and that it pro- 
jected rates which would reduce the tax burden nearly again 
as much as the Mellon rates. 

Secretary Mellon’s letter to Mr. Green, Acting Chairman of 
the Ways and Means Committee of the House, dated Novem- 
ber 10, 1923, was a welcome surprise to the country, and 
caught the Democratic party off its guard. The first word 
of a semi-official character from the Democratic party did not 
come until January 7, 1924, when Representative John Garner 
of Texas, the ranking Democratic member of the Ways and 
Means Committee, made public his own plan, which undoubt- 
edly reflected the sentiments of his colleagues on the Ways 
and Means Committee. 

The Democrats, like the Republicans, are well aware that 
the nation wants tax reduction. With one dollar out of every 
thirteen of our national income being used on governmental 
activities, including the payment of interest on the public 
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debt, and with the functions of the government rapidly ex- 
panding, it would be indeed strange if either of the great 
political parties shut its eyes to the present need for the 
further control and restriction of public expenditures. 

Notwithstanding this fact, however, there has, in my judg- 
ment, been far too much hysteria in dealing with this question. 
In view of the fact that less than five per cent of the total 
federal, state and local budgets would be saved, it is absurd 
to say that the carrying-out of the Mellon plan even in toto 
would have had such a far-reaching and permanent effect 
upon our national prosperity as is claimed by Mr. Mellon and 
his most ardent followers. In the same category of extrava- 
gant claims should be put the declaration that the Mellon 
plan would reduce in any appreciable degree the cost of living. 
With two-thirds of the reduction going to income-tax payers, 
and in view of the fact that it is generally agreed that this tax 
is one of the hardest to shift to the consumer, with what reason 
can it be maintained that such a tax-reduction plan would 
have any appreciable effect upon the cost of food, clothing 
and shelter? These two extreme and extravagant statements, 
namely: that the prosperity of the nation depends upon the 
passage of the Mellon plan, and that the cost of living would 
be appreciably reduced by the passage of the Mellon bill, 
were much more partisan in their character than any claims 
made for the Democratic plan. 

What is the Democratic plan? 

Whereas Mr. Mellon riveted his eye on the necessity for 
reducing the surtax rates, that is, reducing the rates on in- 
comes in the upper brackets, the Democratic plan emphasized 
the necessity and the justice of reducing rates still further in 
the lower brackets. Mellon proposed approximately a forty- 
five per cent reduction in the range of the upper brackets, 
and a somewhat similar percentage reduction in the lowest 
brackets, if we include the extra cut of twenty-five per cent 
allowed for earned income as distinguished from unearned 
income. The Democratic plan suggests a cut of fifty per 
cent in the normal rates, plus an additional twenty-five per 
cent cut for earned income, making approximately a seventy- 
five per cent cut in the rates on small incomes.* 


1 Cf., detailed table comparing Mellon and Democratic Plans with present 
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It was not only the unfairness in the rate of the cut that 
seemed to impress the Democratic mind, but the fact of the 
absolute saving to the wealthy men of the country under the 
Mellon plan. It was stated in the debates that six taxpayers 
who paid $19,000,000 in surtaxes would under the Mellon 
Plan save $9,500,000, which is more than would be saved by 
perhaps a million taxpayers in the lowest brackets. In the 
minority report (Report No. 179, 68th Congress) it is stated 
that: 


The taxes of 21 income taxpayers will be reduced $11,500,000 per annum, 
and that of 1,000,000 income taxpayers, in the lower brackets, will be reduced 
less than $4,000,000 per annum. To put it another way, the proposed (Mellon) 
rates will reduce the taxes of 21 income taxpayers three times as much as 
it will reduce the taxes of 1,000,000 income taxpayers, whereas under the 
Democratic plan we reduce the taxes of the 21 income taxpayers in round 
numbers $6,000,000 and relieve entirely from income taxation more than 
1,000,000 of the small income taxpayers. 


To benefit further the taxpayers at ye bottom the advocates 
of the Democratic plan in the House attempted to liberalize 
the exemption features. It was proposed that the exemption 
of $1000 for single men be raised to $2000, that the $2500 
exemption for married men and married women be raised to 
$3000. When we remember that the exemptions were orig- 
inally based upon peace-time prices and pre-war standards 
of living, when a dollar was worth a dollar, does the Demo- 
cratic plan to raise these exemptions seem unfair at this time, 
when it takes $1.60 to purchase what you could formerly get 
for $1.00? 

In line with this idea of the Democratic plan, to confer 
larger benefits in tax reduction upon men and women of small 
means, the plan further proposed to broaden the definition of 
earned income, so as to include not only professional salaries 
and professional fees, as in the Mellon plan, but also mixed 


law (married persons without dependents) on basis of unearned income, 
showing number of persons making returns in each class of income, from 
$1,000 to $5,000,000 for 1921, in House Report 179, 68-1, facing p. 83. Cf. 
also detailed table comparing Mellon and Democratic (Simmons) tax plans 
with the present law (married persons without dependents) the first $5,000 
of all income to be deemed to be earned, balance unearned, in Senate Report 
308, pt. 2, 96797-24, facing p. 16. 
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incomes earned by farmers, tradesmen, shopkeepers, where 
such income resulted from a combination of personal services 
and capital. In the present law, as well as in the Mellon plan, 
unearned incomes have an advantage over earned incomes. 
This unfair and unequal treatment should be wiped out and 
the Democratic plan does attempt to wipe out this disparity at 
least in part. 

A slight, but real, benefit to many individuals under the 
Democratic plan would be the fact that some two million in- 
dividuals would be freed from the necessity of making returns 
by virtue of the increase in the exemptions noted above. 

The fact that these Democratic recommendations and pro- 
posals were designed to, and would in fact, benefit several 
million people to a greater degree than under the Mellon 
plan and the consequent fact that it would therefore be a 
vote-getter is no argument against its merit. The reverse might 
be said: that because it confers benefit upon several million, 
and because it is a vote-getter, it might be claimed that there 
is merit in the proposition, on the theory that the voters are 
grateful for having been taken care of in a tax-reduction 
program. Since when has it become a crime to catch votes 
by conferring real benefits on people? This Democratic vote- 
catching plan is not to be put in the same class with the 
claims made by the Mellon proponents—that the preservation 
of national prosperity and reduction in the cost of living de- 
pended upon the adoption of the Mellon program. 

The tax-reduction fight centered about the surtax rate. 
Mellon and his adherents, including Professor Adams, main- 
tained that a cut from fifty to twenty-five per cent in the sur- 
tax rate was necessary for three reasons: First, because it 
would yield revenues that are now lost to the government; 
second, because it would tend to attract capital into industrial 
enterprises which now flows into tax-exempt securities; third, 
because the very existence of the income-tax machinery is at 
stake and would collapse if this cut in the surtax rate were 
not made, since it would be discredited through the many 
evasions. 

Before stating the Democratic viewpoint on this matter, it 
may not be out of place to read what the Republican chair- 
man of the Ways and Means Committee, Mr. Green, said on 
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this subject in a letter written by him to Professor T. S. Adams, 
and published in the Congressional Record of February 22, 
1924: 


You say, in effect, that they [men with large incomes] will not pay 35 per 
cent, which I have advocated. I say that the man with immense wealth, who 
will evade taxes at 35 per cent, will do so at 25 per cent. In neither case 
has he any need for the money which he keeps from the government. 

I agree with you in your criticisms of legislators who champion the 
extremely high surtaxes and at the same time favor tax-free bonds, but 
here again I make the assertion that a reduction from 35 per cent to 25 per 
cent as the maximum surtax will have little effect on the investment of 
the extremely wealthy in tax-free securities, and it will still be largely to 
their advantage to invest in them. It would require a still lower rate to make 
them unattractive to the multimillionaires. Also, no matter how low the 
maximum surtax is, there will still be the same amount of tax-exempt 
securities in circulation and the same amount withdrawn from active business 
for investment therein, and about the same amount in taxes lost to the 
government. The fact is that while the government has lost much by the 
tax-exempt securities, it has not lost so much in the extreme upper brackets 
of the income tax from this cause as it has from the division of estates 
which, unless checked, will continue just as much at 25 per cent as at 35 
per cent or 40 per cent. 


Chairman Green has been on the Ways and Means Com- 
mittee for more than ten years. He has seen the income tax 
in its making, before and all through the war period. His 
opinion on this question, therefore, is not without weight. 

The Democrats challenged all three of the premises. In 
answering the Mellon proposition claiming the necessity for 
reducing the surtax rate to twenty-five per cent, the Demo- 
crats maintained that no conclusive evidence had been offered 
that the twenty-five per cent rate would yield sufficient ad- 
ditional revenue to make up for the loss accruing from the re- 
duction of the rate. The burden of proof is upon those who 
would make this drastic cut from fifty to twenty-five per cent. 
Personally, I am of the opinion that the surtax is like a mon- 
opoly price. You never know the price that is going to yield 
the largest returns except by experimenting with varying 
prices. Without this experimentation, it is pure conjecture. 
In the matter of a surtax rate the case is still further com- 
plicated, because by the time you have experimented with the 
rate for a few years economic conditions have changed, and 
it is difficult, with unknown conditions, to predict the most 
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profitable rate for the future and draw conclusions. To my 
knowledge, no one has yet demonstrated what is the most pro- 
ductive surtax rate, either from the standpoint of revenue or 
from the standpoint of attracting capital into industrial enter- 
prises. Furthermore the reduced surtax rate should be made 
to apply only on a man’s reinvested income. 

This leads me to the second contention, namely, that the 
reduction in the surtax rate to twenty-five per cent is necessary 
in order to attract capital into industrial enterprises. It is 
contended that the initiative and enterprise of American busi- 
ness men are throttled, because they will not take the risks 
unless there is a commensurate reward, and there cannot be 
sufficient reward when the government takes such a huge share 
of the profits through the surtax rate. 

The Democrats challenged this contention and supported 
their challenge with figures which I shall present. Briefly 
the figures (taken from the Commercial and Financial Chron- 
icle and also from the Journal of Commerce and Commercial 
Bulletin) show that the new capital issues of corporations in 
this country have been going on at a fairly steady pace since 
1919. For the last five years (1919-1923 inclusive) they 
have averaged $4,500,000,000 annually, including foreign and 
domestic issues and refunding issues, as compared with 
$1,800,000,000 annually for the five-year period prior to the 
war, I912-1916 inclusive. And if we confine the figures to 
purely domestic issues, exclusive of refunding securities, they 
average $2,380,000,000 yearly for the five-year period 1919- 
1923 inclusive, and the issues for 1923 were greater than for 
1922, and those for 1922 were greater than for 1921 in total 
volume. The domestic issues, exclusive of refunding issues 
and exclusive of foreign loans, averaged yearly since the 
close of the war $2,380,000,000, which is $500,000,000 larger 
than the annual total of all kinds of issues prior to the war. 

As further evidence that the country is not suffering from 
a dearth of capital, we may refer to the figures for authorized 
capitalization of new enterprises chartered in the eastern 
states involving $1,000,000 or over in the years from 1917 
to 1923, as shown in the accompanying table; whereas, in 
the six-year period prior to the war 1910-1915 the annual 
authorized capital of new enterprises was only $1,816,000,000, 
the average during the five-year period following the war, 
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1919-1923, is near $10,000,000,000, and the volume of author- 
ized capitalization in these enterprises was greater in 1922 
than in 1921, and as great (slightly larger) in 1923 as com- 
pared with 1922. Authorized capital of new enterprises char- 
tered with capital of $100,000 or over has averaged more than 


$10,000,000,000 per annum since 1919. 
The conclusions which I have reached above are based on 
the following figures: 


I, SECURITIES ISSUED FROM 1910-1923 } 


Total Dom. 
Total | Dom. Corp. | Refunding | Corp, Issues, 
Year Securities | Issues, New Issues including 
issued | Capital only | Refunding 
$1,518,000,000) 
1,739,000,000} 
004000 2,257,000,000| 
IQI3 1,646,000,000 
1,4 37,000,000 
IQES 1,4 35,000,000 
2,186,000,000 
IQUT 1,5 30,000,000 | 
I,345,000,000| 
4)280,000,000! $2, 303,000,000) $436,000,000! $2,740,000,000 
1920 4,010,000,000} 2,710,000,000} 256,000,000! —2,966,000,000 
4,204°000,000' _1,828,000,000} 568,000,000) 2,391,000,000 
BOBS 5,245,000,000 2,336,000,000! 738,000,000! 3,073,000,000 
1923 4,986,000,000, _2,731,000,000) 30,000,000}  3,261,000,000 


II. AuTHORIZED CAPITALIZATION OF NEW ENTERPRISES WITH CAPITAL 
OF $100,000 AND OVER 2 


III. AutHorizep CAPITALIZATION OF CORPORATIONS IN EASTERN STATES 


TQIO $1,968,000,000 cece 2,876,000,c00 
1 ,658,000,000 IQIQ 10, 370,000,000 
IQIG I ,03 3,000,000 11,646,000,000 
I, 309,000,000 IQ2I 6,191,000,000 


1 Beginning with 1919 these figures include domestic and foreign and 


refunding issues. 


Commercial Chronicle. 


2From Statistical Abstract, 1922, p. 554. 
8 From Journal of Commerce, Annual Reviews. 
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It appears, therefore, that there has been much misappre- 
hension about this phase of the question. Certainly the auto- 
mobile industry has not lacked capital for its expansion in 
recent years, nor has the radio industry failed to secure 
capital. The oil industry, with all of its ups and downs, has 
been able to attract capital. It is true that some enterprises, 
like the copper and railroad industries, have been handicap- 
ped, but this was because of conditions within the industry 
and not because of any tax situation. 

As to the third contention, that the income-tax system is 
being discredited because of the many evasions provoked by 
the excessive surtax rate, I fear that those who have been too 
close to the firing line (with all due respect to Professor 
Adams) are unduly concerned as to the outcome of the battle. 

This leads me to a discussion of one aspect of the question 
which I consider very important, namely, the question of tax- 
exempt securities. It seems to me that the first step in the 
Mellon program should have been to plug this hole. Euro- 
pean and Canadian experience demonstrates that it is possible 
to have an income tax system, with high surtax rates, without 
the evasions that we have in this country. I regret exceed- 
ingly that the Democrats failed to see the wisdom and the 
necessity of plugging this hole by passing the proposed 
amendment to the Constitution conferring reciprocal authority 
upon Congress and the States for taxing securities issued by 
the federal, state and local governments. From my point of 
view the Democrats were short-sighted in opposing the aboli- 
tion of tax-exempt bonds and at the same time seeking to 
maintain high surtax rates. The higher the surtax rates the 
more necessary is it to plug up the holes through which wealth 
escapes taxation. I voted with the Republicans on this pro- 
position, and if fewer Republicans had deserted their leaders 
on the occasion when this vote was taken the proposed con- 
stitutional amendment would have been carried. The vote 
on the amendment was: affirmative 225, negative 133; which 
was eleven short of the necessary two-thirds. Nine Repub- 
licans voted against the amendment and many Republicans 
were absent. 

Just as the Republicans had a theory concerning taxes 


which went beyond purely fiscal matters, so likewise the Demo- 
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crats had their theory, which was this: that through tax- 
ation society can protect itself from the evils which come 
from swollen fortunes. It was natural, therefore, with this 
theory in mind, that the Democrats should have advocated 
and supported an increase in the tax on estates, as well as the 
imposition of a gift tax, which is a necessary corollary of the 
high estate tax. Therefore, when Mr. Ramseyer, a Repub- 
lican, introduced an amendment increasing the tax on the 
transfer of estates from twenty-five to forty per cent, the 
Democrats quickly and enthusiastically supported the pro- 
position. There was a provision in this amendment by which 
not more than twenty-five per cent was to be remitted to the 
states, and this would naturally bring about uniformity in 
the estate taxes in the country. Then when, as a corollary 
to this, Mr. Green, chairman of the Ways and Means Com- 
mittee, introduced the gift-tax proposition, it was passed by 
the House through the support given it by the Democrats 
and the progressive Republicans, as in the case of the estate 
tax. 

The Democrats accepted Secretary Mellon’s recommenda- 
tion to eliminate so far as possible the nuisance taxes, but went 
still further in dealing with the jewelry, candy, auto truck, 
and stamp taxes. The Democrats have been very determined 
in their effort to get the Supreme Court to again pass upon the 
question as to whether stock dividends are taxable under the 
income-tax law. The Democrats supported Mr. Mellon’s re- 
comendation as to improvements in the administration of the 
law which would expedite the handling of returns, preventing 
unnecessary delay and stopping many of the evasions. 

Perhaps the spirit of the Democratic program can be best 
presented in a quotation from Representative Garner’s speech, 
in which he said: “I do not know what you think about it, 
but I think that society is better off if money is more equally 
distributed among its citizens’. And again, referring to 
Henry Ford being able to possess billions, he says: 


The natural accretions, they say, are between $100,000,000 and $200,000,000, 

and I presume to say ... that in the course of time he (Ford) will own 

$5,000,000,000. . . . Now, Gentlemen, do you think it is beneficial to society 

to continue to pile up these tremendous fortunes? I do not think so. I think 

it is better for the perpetuity of this government that you take a good portion 
[59] 
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of that property when the man dies and hand it back to the people, through 
the Treasury, to equalize, stabilize and distribute the wealth of the nation. 


As against the Democratic program for relieving the burden 
of the wage-earner and the small salaried man, Mr. Mellon 
advocated (in 1921) an increase in the tax on checks and in 
the first class postage rates. The Democrats called attention 
also to the fact that those who were urging the adoption of 
the Mellon plan were interested in the adoption also of a sales 
tax, to throw the burden of taxation still further on the aver- 
age consumer. Mr. Otto Kahn is or was the chief exponent 
of this tax and seems now very ardent in supporting the 
Mellon plan. 

In the consideration of tax reduction the question was 
asked: Why did not the Secretary of the Treasury recom- 
mend a reduction in our tariff duties? A few weeks ago a 
book was published by the Institute of Economics dealing 
with the sugar industry and the tariff, in which it is stated 
that the public, by virtue of the tariff, bears a burden of 
$216,000,000.* This is both the direct and the indirect burden. 
One of the conclusions of the writer of this volume is that the 
American sugar industry could be amply protected and the 
duty on sugar be reduced from one-fourth to one-half a cent, 
turning back to the consumer in the neighborhood approxi- 
mately of $50,000,000, without disturbing the American 
domestic sugar industry. A treasury surplus has often been 
the signal for a reduction in tariff rates. Such a program, 
however, would not have been as effective a vote-getter as 
the reduction in the direct tax. The Democrats properly 
insisted that a reduction in the exorbitant tariff rates would 
have been justified. 

Two things militated very strongly against the Mellon plan. 
First, the dictatorial and unprecedented manner in which the 
Secretary of the Treasury, supported by the President, said 
to Congress: “ Here is a revenue bill in all its details. Sign 
on the dotted line.” This was a procedure as untactful as it 
was without justification. Second, the rapid-fire propa- 
ganda, in the form of letters and telegrams urging the adop- 


1 Phillip D. Wright, Sugar in Relation to the Tariff, published by The 
Institute of Economics, Washington, D. C. (1924). 
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tion of the Mellon plan, even before Congress had the oppor- 
tunity to know what the plan was, was also bad tactics as 
well as poor psychology. I had occasion recently in revisiting 
my home city to talk with many business men who had sent 
letters of this character, and upon cross-examination they 
admitted that they knew very little about the Mellon plan, 
although they had urged its adoption. Third, Mr. Mellon’s 
statement that you could not reduce taxation and still have a 
soldiers’ bonus was challenged by Democrats and many Re- 
publicans; and the Senate Finance Committee, controlled by 
Republicans, are taking action in direct variance with Mr. 
Mellon’s conclusion on this matter. Finally, Mr. Mellon’s re- 
putation as a bad guesser in predicting deficits and surplus did 
not strengthen the confidence of those who were in doubt as to 
the efficacy of his program. And there was a very strong feel- 
ing among Democrats that his tax program was written for 
the wealthy industrialists and bankers of the eastern states. 
It is generally conceded that the Democratic plan put for- 
ward rates which would have benefited the largest possible 
number of taxpayers consistent with national fiscal require- 
ments. The advocacy of the Democratic plan will undoubt- 
edly have considerable influence in the rates and provisions 
which are finally written into the law providing for tax re- 
duction and a more efficient administration of the income-tax 
law. 
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OGDEN L. MILLS 
Member of Congress, New York 


with the so-called Democratic plan and the bill as it 
left the House —my colleague from Rochester has 
stated that the Democrats were principally interested in tax 
reduction. The Mellon plan contemplated not only tax re- 
diction but took into consideration that while tax reduction 
was important, tax reform was infinitely more important. We 
sought to draft a tax bill which would contain rates that 
could be enforced, and then to close every loop-hole in the law 
so as to make it one that would be respected and be effective. 
Two things were contemplated: first, to fix the rates at the 
point of maximum productivity ; and second, to put them at a 
point where they would not unduly interfere with business. 
Of course, our Democratic friends said the present rates were 
productive. In reply, the Republicans addressed to them the 
following queries: How do you account for the fact that where- 
as incomes of over $100,000 constituted twenty-nine per cent 
of income returned for tax purposes in 1916, they constituted 
five per cent in 1921? How do you account for the fact that 
whereas dividends reported by all classes in 1916 were approxi- 
mately $2,135,000,000 and in 1921 $2,145,000,000, or the 
same amount, dividends reported by people with incomes of 
over $100,000 fell off from $900,000,000 to $300,000,000? 
How do you account for the fact that on incomes over $300,009, 
we collected as much at ten per cent in 1916 as we did at 
sixty-five per cent in 1921? I challenge any one to read the 
debate on the Mellon bill from beginning to end and find on 
the Democratic side or on the side of the compromisers, one 
fact or one figure that in any way weakens what I claim is a 
mathematical demonstration of the soundness of our conclusion 
that the present rates are progressively unproductive. 
We only proved what was already acknowledged by every 
one who knew anything about taxation. We all know that 
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in the state of New York for fifty years we tried to collect a 
tax on personal property at a rate which was the equivalent 
of a fifty per cent rate on income, and we all know that at the 
end of fifty years, we were collecting from the great mass of 
personal wealth in the state of New York only $8,000,000 at 
the fifty per cent rate. Then we had the good sense to drop 
that folly, and last year at a three per cent rate and at a 
four and one-half per cent rate on income as compared with a 
fifty per cent rate, we collected $50,000,000 as compared with 
¢8,000,000. And yet my distinguished friend would have you 
believe that we did not offer any evidence to show that it is 
possible to collect more at a reasonable rate than at an ex- 
orbitant rate. 

As to the second point, that these rates interfere with busi- 
ness—that can be demonstrated. When seven or eight years 
ago fifteen per cent of new money went into tax-exempt securi- 
ties as contrasted with thirty-two per cent today, is this not 
fair evidence that money is being diverted to unproductive 
purposes? When you find that ten years ago railroads were 
able to do their financing to the extent of forty per cent by the 
sale of bonds whereas in the last three years, they have had 
to do their financing practically entirely by the sale of bonds, 
does it not seem as if there is some new force at work in the 
economic field? When you find that in estates of over $1,- 
000,000 in 1917, tax-exempt securities constituted three per 
cent and in 1923 forty-two per cent of all securities held, is 
this not proof that money is being diverted to unproductive 
purposes ? 

The Democrats assert that there is no evidence of it. I 
asked them on the floor of the House, and no one answered 
me, why it was that the Democrats insisted on the tax-exempt 
privilege to finance the public improvements of their states 
and municipalities, if our income taxation does not make it 
difficult to get the necessary capital? Why is it that when 
the farmers of the West wanted to establish federal land 
banks to provide for the needs of agriculture, they insisted 
that the securities issued by those banks should be tax exempt 
and should not pay high income taxes, if these taxes have no 
effect on the flow of capital? Why is it that in the great 
city of New York, it has been necessary to invoke the tax- 
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exempt privilege to induce capital to go into the building 
of homes, if high rates have no influence on the flow of capital ? 
These are facts, not theories, and the only answer was, “ We 
want to make the rich pay at a fifty per cent rate.” No facts, 
no argument—a little loose theory about the desirability of 
making great wealth pay at high rates in the face of the fact 
that great wealth was not paying, but that in the course of 
its escape it was not only destroying the law itself but bringing 
great economic evils on the country by diverting the flow of 
capital from its normal channel and interfering with our 
economic life. 

Those were the great arguments back of the Mellon Bill. 
They are still there. We should have a tax law that can be 
enforced, that can be respected, that does not unduly interfere 
with the economic life of the country, that places the burden 
where it can best rest, and sees that it rests there, not a law 
which theoretically places the burden on the rich man know- 
ing that he can and will readily shake it off, and in the process 
injure all taxpayers and non-taxpayers alike. 

So much for the theory. As to whether the law is breaking 
down from an administrative standpoint, I think it is in so far 
as the enforcement of the law is concerned, but not in so far as 
the painstaking efforts of those charged with the responsibility 
of enforcing it are concerned. It is desirable that we should 
have a commission appointed to investigate the whole subject, 
but I think that after that commission has investigated, it will 
report that the trouble is more with the law and the foundation 
on which it rests than with the men who are administering it 
and the present administrative features. Whether we failed 
to pass a proper tax law or not, at least in the House we did 
close a good many of the existing gaps, and we very greatly 
improved the administrative machinery. 

As to the question of inheritance taxation, I think it is abso- 
lutely vital that the states should protest at being deprived of 
this source of revenue, and that their Congressmen without 
debate, without consideration, without thought, without study, 
should have deliberately voted to deprive the states of this 
source of revenue and lodge it permanently in the federal 
government. Without consideration by the Ways and Means 
Committee, without hearings, without study, upon the motion 
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of an individual member, a majority of the Congressmen re- 
presenting these forty-eight states, after less than two hours’ 
debate, voted to deprive their states of the inheritance tax and 
to make it part of the permanent revenue system of the federal 
government. Those men ought to hear from home when 
they return, not necessarily on the merits of the proposition, 
but because they dealt in so light a manner with one of the 
vital interests of the communities which they were there to 
represent. 
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from what has been stressed in the preceding papers. It 

is a consideration which has largely escaped the notice 
of most people, yet which, when we look back at the conception 
of taxation entertained by most of us twenty-five or thirty years 
ago, marks a social and political change of an unfortunate 
kind. 

When we undertake to draw analogies in the matter of 
high taxation and efforts to correct it, the period during and 
after the Civil War is naturally the precedent to which we 
look. There are two facts which stood out in the situation in 
the years prior to the closing of the Civil War and in the 
years which followed. During that war, taxation had been 
widely diffused and widely felt. It had affected the commun- 
ity at large. I can give some idea of what the situation was 
by recalling that the Civil War revenue was chiefly derived 
from stamp taxes and taxes on consumption. There was an 
increase of something like $430,000,000 in the annual revenue 
in 1366 as compared with 1860, of which $309,000,000 had 
been gained from taxes of this sort and the rest from customs 
revenue. In the three years following 1866 the internal 
revenue taxes, which pressed heavily on every citizen, were 
reduced by $151,000,000; that is to say, in those three years 
practically one-half of the taxation of that kind imposed during 
the war was cut off. 

But there was a second consideration which makes it more 
difficult to draw direct comparisons at the present time. The 
proceeds of the customs duties were unexpectedly and un- 
precedentedly large. Even when these were protective duties, 
designed to hinder foreign importations, the development of 


the country was so rapid, its financial and industrial expansion 
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so enormous, as to increase the revenue from this source beyond 
any imagination or expectation. 

When we compare that situation with the situation which 
now exists, we find the position different in another way. The 
income taxes of the Civil War were inconsiderable. The 
situation as it stands is that the overwhelming bulk of the 
money required to run the government is derived from the 
income taxes. Notwithstanding the partial escape through 
tax-exempt securities, to which attention has been called, it is at 
least theoretically possible to imagine, with this conception of 
taxation followed to the extreme that should prove to be pro- 
ductive, that a few hundred men in the United States might 
be providing, from taxation levied on them individually, pretty 
much all the money to run the United States government. 

As to the abstract justice of the progressive income tax, I 
presume there is no dispute. But the point which I wish to 
emphasize is the necessary result which it has had in bringing 
us as far away as the poles from the old conception of taxation, 
in which the taxes were supposed to bear on the people as a 
whole, who would therefore individually feel the hardship of 
high taxation and as a consequence would become vigilant 
watchers of the policies of Congress regarding public ex- 
penditure. 

What do we see today? The history of the bonus bill in the 
Senate tells something of the story. A public body has been 
discussing the remission of taxation; it has based its discussion 
on the question exactly how far the taxes can be reduced con- 
sistently with the maintenance of a surplus on the present basis 
of expenditure; yet it couples this with introduction of a bill 
of so vast a scope as necessarily to upset all plans of that sort 
that may be drawn. 

It is not easy to explain such an attitude except by the fact 
that, underlying the popular conception of such measures, and 
underlying also a great deal of the congressional conception 
of them, is the idea of a revenue raised by taxes on large in- 
comes as a philosopher’s stone for use whenever pressure is 
made on Congress for unnecessary and extravagant expendi- 
ture of public money. In proportion as this view of taxation 
grows, and the average citizen ceases to feel in his individual 
tax burden the results of public extravagance, in exactly the 
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same proportion the most effective restraint on waste of the 
public money disappears. 

I have emphasized this single point. I would hardly say 
that it is fundamental, but socially and politically it is a factor 
which stands forth as one of the strongest arguments for the 
Mellon plan, which is an initial move, made in the most logical 
and effective way, against this wrong conception of the theory 
of taxation. 
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AM to deal with the policies of the state and federal gov- 
| ernments with respect to a tax of ancient and respectable 
lineage, a very useful device employed by most govern- 
ments, but which seems to be in danger of being considered 
not a tax or excise, but an added pang to the terrors of dissolu- 
tion. I shall approach the subject from the standpoint of a 
state tax official, but I shall try not to lose sight of the other 
side, the standpoint of the taxpayer. 

The origin of the inheritance tax has usually been attributed 
to the Emperor Augustus who is known to have established 
such a tax at Rome in the year 6 A.D. The tax imposed by 
Augustus was a five per cent tax on inheritances and bequests, 
limited in its application to Roman citizens with small exemp- 
tions and allowances for funeral expenses and, under certain 
conditions, exemption of the nedrest relatives. The idea ap- 
pears to have been borrowed from the Egyptians, with whose 
government the Romans were familiar, who appear to have 
exacted some tax or feudal incident as a part of the system of 
the transfer of property as early as the seventh century B.C. 
In the third century B.C., the king and queen were always 
appointed executors in the Egyptian wills which have been 
preserved, but it is not until 117 B.C. that we find the charge 
on successions specifically mentioned.» The antiquity of the 
origin of the inheritance tax seems to be sufficiently well es- 
tablished for our purpose. I do not think it necessary for us 
to follow very closely its history down to modern times. It 
will be sufficient for us to note that it has had practically, if 
not exactly, a continuous application in one form or another 
from its beginning down to the present time. 

During the middle ages there were certain feudal dues ex- 


1 Max West, The Inheritance Tax, pp. 11, 12. 
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acted by the overlords; from the fourteenth to the seventeenth 
century Germany, Denmark, France, some of the Italian cities, 
the Netherlands and the Duchy of Mantau imposed various 
forms of taxes on inheritances; and the inheritance tax was 
introduced in England in 1780. 

Under different names and with considerable variations as 
to methods of administration, rates applied and exemptions 
granted, it is now a source of revenue in almost all civilized 
countries. It is highly developed in the Australian states, in 
our federal government and in all of our states except two, 
Alabama and Florida. 

The theory upon which the inheritance tax, as applied in 
the United States, rests, is as follows: that when one dies his 
possessions become the property of the state or of such persons 
as the laws of the state may direct; that the tax is not upon 
property but upon the right to transmit or the right to re- 
ceive; that the right to transmit or receive is a civil, not a 
natural right, and may be regulated or even removed by legis- 
lative enactment.’ 

Each of the foregoing propositions has been the subject of 
much discussion and litigation, but a great mass of judicial 
opinion now sustains all. At this time such judicial expres- 
sion as, “ The general consent of the most enlightened nations 
has from the earliest historical period recognized a natural 
right in children to inherit the property of their parents” 
(U. S. v. Perkins, 163 U. S. 625), seems strange in view of 
such judicial pronouncements as: “ Descent is a creature of 
statute and not a natural right’; “ Inheritance of property is 
not a natural or absolute right and is not a right which may 
not be abolished by the law makers”; and, “ The right to take 
property by devise or descent is not one of the natural rights 
of man but a creature of law.” ’ 

There may be valid objection to the tax as applied by the 


1“ The legislature—may to-morrow, if it pleases, absolutely repeal the 
statute of wills—and declare, that upon the death of a party, his property 
shall be applied to the payment of his debts, and the residue appropriated 
to public uses.” Eyre v. Jacob, 14 Grat. (Va.) 422, 430. It is well settled 
that the power of the state to impose such tax is unlimited. Posey et al. 
v. Commonwealth, 123 Va. 551 (Gleason & Otis, 3d ed., p. 7). 

286 Me. 495; 275 Mo. 928; 138 N. C. 259. 
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federal government and in some states, on both social and 
economic grounds, but its legal and constitutional status ap- 
pears to be firmly fixed. 

The federal government of the United States imposed an 
inheritance tax at an early period. The first act imposing a 
tax of this character took effect in July, 1798, and remained 
in force four years. The tax imposed by this act was a stamp 
duty, paid by the legatee, not out of the estate. The rate was 
very low according to modern standards. The fee was 25 
cents on legacies from $50 to $100; 50 cents on legacies from 
$100 to $500; and $1 additional for every additional $500. 
In 1815 a system of inheritance taxation was recommended to 
Congress, but the recommendation was not adopted. The Act 
of 1862 imposed a legacy and probate stamp tax, graduated 
from 50 cents to $20 on estates from fifty to one hundred 
thousand dollars, and $10 for each additional $50,000. The 
income tax provision of the National Revenue Act of 1894 
provided for taxing as income all money and the value of all 
personal property acquired by gift or inheritance. This law 
was annulled by the Supreme Court. 

The war revenue bill of 1898 contained a provision for tax- 
ing legacies and distributive shares; this tax was imposed on 
beneficiaries for the right to receive, and applied only to per- 
sonal property passing by will or intestate law, or by deed, 
grant, bargain, sale or gift made or intended to take effect in 
possession or enjoyment after the death of the grantor. Estates 
less than $10,000 were not taxed, but if they exceeded that 
amount the tax was levied on the whole amount. The rates 
under this law were graded both as to the amount of the estate 
and according to relationship of the beneficiary to the grantor ; 
the rate applying to estates up to $25,000 taken by lineal 
issue, lineal ancestor, brother or sister being three-fourths of 
one per cent, and increasing to two and one-fourth per cent on 
estates in excess of $1,000,000, and according to relationship 
the rates varied from three-fourths to five per cent on $25,000, 
and from two and one-fourth to fifteen per cent on amounts 
over $1,000,000. There were five classes, the rates on the last 
three being high even according to recent standards. The 
rate on the least favored class was five per cent on $25,000 and 
increased to fifteen per cent on amounts over $1,000,000. The 
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act was amended in 1901, exempting the inheritances of hus- 
band and wife and all charitable, religious and educational be- 
quests, and the act as a whole was repealed in 1902. This 
act, it will be noted, was quite different from those which pre- 
ceded it, and resembled the laws at present in force in a 
number of states. 

This very briefly indicates the activities of the federal gov- 
ernment with respect to the taxing of inheritances up to the 
enactment of the law of 1916. 

The Federal Estates Tax was approved September 8, 1916 
and has been reenacted twice, and several times amended in 
important particulars. It is now receiving attention by Con- 
gress, which is considering numerous important changes. 
There was at first considerable doubt as to its constitutionality, 
but it was sustained by the Supreme Court. The decision also 
cleared up many obscurities, and placed the right of the gov- 
ernment to tax estates upon their transmission from the testator 
beyond all question. “In the last analysis the Federal Estates 
Tax was a war measure and has been sustained as such.” * 

An analysis of the whole act is unnecessary; it will be 
sufficient for our purpose to note somewhat briefly the grad- 
uated rates, and the fact that there is no classification as 
to relationship as in most of the states. The tax is upon 
the net estate, the amount of which is determined by deducting 
from the gross estate funeral expenses, claims against the estate, 
expenses of administration, losses during the settlement of the 
estate, support during the settlement of the estate of those de- 
pendent upon the decedent, together with some other similar 
deductions, and an exemption of $50,000. The following 
rates thus apply to the-net estate above $50,000: 


Net estate above $50,000: 


$50,000 to $150,000 ............ 1% 
2% 
250,000 to 450,000 ............ 3% 
450,000 to 750,000 ............ 4% 
750,000 to 1,000,000 ............ 5% 
1,000,000 to 2,000,000 ............ 6% 


with continuing increases one per cent for each million dollars 


1 Gleason and Otis, Inheritance Taxation, 3d ed., p. 542. 
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additional, until the rate reaches nine per cent at five million; 
for all amounts in excess of $5,000,000 the rate is ten per cent. 

The rates under the amendment of March 3, 1917, were in- 
creased over those for similar amounts in the original act by 
the arithmetical progression one-half, one, one and one-half, 
two per cent and so on to four and one-half percent, making 
the rate thirteen and one-half per cent for amounts from 
$4,000,000 to $5,000,000, and all amounts in excess of $5,000,- 
000 were taxed at the rate of fifteen per cent. 

In the amendment of October 3, 1917, a similar progression 
was applied, that is, increasing the rates by one-half, one, and 
one and one-half until five per cent is reached ; the next two ad- 
ditions are seven and ten per cent respectively. The result of 
these two increases in rates was that the maximum rate applied 
in the Act of 1916 to amounts in excess of $5,000,000 was ap- 
plied at $450,000, the rate on amounts from $5,000,000 to $8,- 
000,000 was twenty per cent, and on amounts in excess of $10,- 
000,000, twenty-five per cent. It should be noted that the com- 
bined effect of these two amendments was to double the rates of 
the Act of 1916 on amounts up to $5,000,000, and to add two 
brackets, the high rate being twenty-five per cent. These rates 
were higher than the rates imposed by the states with a few 
exceptions. 

The Revenue Act of 1919 departed from what might be 
termed the arithmetical progression habit of increasing rates, 
and reduced the rates on estates of $1,500,000 or less by a sim- 
ilar negative progression of —2,—2,—4, —3, —2, —I per cent, 
the rates on amounts on estates over $1,500,000 remaining as 
they were in the amendment of October 3, 1917. This amend- 
ment resulted in reducing the rates on amounts up to $450,000 
to the rates imposed by the Act of 1916, and also reduced the 
rates from $750,000 to $1,500,000 approximately to those 
of 1917. 

The Act of 1921 applied the same rates as those provided in 
the Act of 1919. There were many important changes with 
respect to various provisions in all of the acts other than those in 
rates referred to, but those applying to rates will, I think, be 
sufficient for our purpose. 

The policy of the federal government up to the Act of 1916 
had been to use the inheritance tax only as an emergency 
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measure. The present attitude of the government is not so 
clear. Recourse to inheritance taxation was had the year be- 
fore war was declared, and now, more than five years since 
peace has been restored, Congress shows unmistakable ten- 
dencies to impose higher rates, to expand the scope of the 
law, to tax transfers inter vivos on the ground that such trans- 
fers may be, and to a considerable extent are, used for the 
purpose of avoiding the estates tax. There is something more 
than a suspicion on my part that the present Federal Estates 
Tax is not considered entirely as a revenue-producing measure, 
but is looked upon as a means of controlling the acquisition and 
distribution of wealth, especially when considered in connec- 
tion with our present income tax. 

The principal, in fact the real, object of taxation should be 
revenue. It is employed at times, however, for regulatory 
purposes, or to accomplish sociological results, in which case 
the revenue obtained is incidental. It is also used as a sort 
of adjunct to the police power, without any regard to the 
production of revenue. That it operates often very success- 
fully in these respects is not to be denied ; but generally speak- 
ing, I am not inclined to favor taxation for such purposes un- 
less the purpose is frankly stated and generally understood. 
As in income-producer the federal inheritance tax is not an 
unqualified success. The total collections, 1917-1923 inclu- 
sive, amount to $532,657,107, and the average annual yield 
for the three years 1920-22, inclusive, was somewhat less than 
$133,000,000. In 1922 the receipts from this source were 
$139,418,846 or only a little more than four and one-third per 
cent of the federal revenue for that year. This percentage, 
and the actual amount of revenue received, appears, and really 
is, small considering the annoyance, delay in settling estates, 
and expense caused to taxpayers throughout the country. 

It is a well known fact, at least to all who are conversant 
with the assessment and collection of taxes, that the higher the 
rate the greater the energy and ingenuity employed in avoid- 
ing the tax, and therefore more efficient administration is re- 
quired as rates increase, or as the tax becomes more burden- 
some or unpopular from whatever cause. Administration of 
the present law is difficult; the vast territory of its jurisdiction 
alone presents difficulties which can be overcome only by the 
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employment of a numerous corps of subordinates, stationed 
throughout the country, if annoyance, inconvenience and ex- 
asperating delays are to be avoided even to somewhat limited 
extent. 

In this respect it is weH to consider the constant demands 
upon the central government for expansion, and for the taking 
on of new activities. It seems incredible that this expansion 
can go much farther, if indeed the present program can be 
satisfactorily carried out. It may be of interest to note here 
that within the last fifty-one or fifty-two years civil-service 
employees of the federal government have increased from one 
in each 733 of population to one in each 192 of population. 
In 1921 there were more than 560,000 civil-service employees. 

Notwithstanding all that may be said in favor of the federal 
estates tax as an emergency measure there is a valid objec- 
tion to it because, when so used, the tax falls only upon those 
whom the accident of death brings within the period of its 
employment. 

As a permanent part of the federal revenue system it is 
also unsatisfactory, because it encroaches on a field which 
should be left entirely to the states. The tax is based upon a 
right given by the state and it seems only reasonable and just 
that the state, and the state alone, should impose the tax upon 
the right which it grants. Another objection is that if the 
state uses its right to tax the privilege and the federal govern- 
ment taxes the same privilege there is necessarily double taxa- 
tion. It may be very easily happen that both jurisdictions, de- 
siring to employ the tax for revenue purposes alone, while ex- 
ercising due care as to the rates and exemptions in order that 
there shall be no bad sociological or economic effects, may find 
that the most serious effects, undesirable to both state and fed- 
eral government, have been brought about. Under such cir- 
cumstances one or the other must forego the revenue, or both 
must tolerate the undesired conditions. The states having once 
granted powers to the federal government, that government 
has not indicated any great willingness to relinquish them, and 
it does not appear that it is very anxious to do so in the pre- 
sent instance. It should be done, however, and this source of 
revenue should be left entirely to the states. 

Pennsylvania was the first state to impose an inheritance 
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tax; the law which was passed in 1826, although amended 
several times, remained practically as enacted for many years. 
This law provided for a uniform rate of five per cent and an 
exemption of $250; it did not apply to the inheritance of a 
father, mother, husband, wife, child, stepchild, lineal descend- 
ent and daughter-in-law. This law recognized the situs of 
personal property for the purpose of the tax as the domicile of 
the owner, and did not impose a tax on the stock of domestic 
corporations owned by a non-resident decedent, nor did it tax 
the securities of a foreign corporation owned by a non-resident 
even when such securities were kept within the state. 

Louisiana, the second state to establish an inheritance tax, 
imposed a rate of ten per cent on non-resident aliens. The 
law was enacted in 1828, repealed in 1830, revived in 1842, 
and remained in force until 1877. An attempt was made in 
1894 to revive the statute of 1828, but the law was declared 
unconstitutional. Four years later the constitution was 
amended, limiting the power of the legislature in respect to in- 
heritance taxation, and fixing the maximum rate of three per 
cent for direct and ten per cent for collateral heirs. The legis- 
lature took advantage of the power granted to the extent of a 
tax of two per cent on direct heirs with an exemption of 
$10,000 and a five per cent tax on collateral inheritances, with 
no exemption. There was a rather curious provision in the 
law which made the tax inoperative if it could be shown that 
the property had borne its just share of taxes prior to donation 
or inheritance. The present law in Louisiana takes advant- 
age of the maximum rates allowed by the constitution. 

Virginia followed and imposed a collateral inheritance tax 
on estates of $250 or more passing to persons other than the 
decedent’s father, mother, husband, wife, brothers, sisters 
or lineal descendents. The law required the rates to be fixed 
by the legislature at each session, and was held to be repealed 
because the legislature failed to fix the rates in 1856. A col- 
lateral inheritance tax was again imposed in 1860 and with 
periodical suspensions and varying rates it continued in force 
until 1884, when it was repealed. A collateral inheritance tax 
was imposed in 1896, carrying a flat rate of five per cent 
with no exemptions. At present Virginia has an inheritance 
tax applying to both direct heirs and collaterals, classified as to 
relationship, rates and exemptions. 
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The development of inheritance taxation by the states was 
very slow. After the law taxing non-resident aliens was en- 
acted in Louisiana in 1828 only four states imposed inheri- 
tance taxes during the next twenty years; from 1848 to 1885 
Delaware alone adopted legislation of this character. The 
year 1885 may properly be considered as the date from which 
the real development of inheritance taxation began in the 
United States. Three states enacted inheritance tax laws 
between 1885 and 1890. During the period 1890-1900 in- 
heritance taxation assumed a prominent place in legislation, 
and sixteen states either adopted inheritance taxation for the 
first time, or expanded the laws relative thereto already in 
force. 

The next ten years showed even a more rapid extension of 
this principle and twenty-three states passed laws on the subject. 
From IgI0 to 1915 six more applied the system. During the 
period from 1915 to the present time, four states, also Alaska 
and the Philippine Islands, have added inheritance taxation to 
their revenue systems. There are now but two states, Alabama 
and Florida, and the District of Columbia, of all the states and 
territories of the United States, which do not have inheritance 
taxes in one form or another. The state legislatures have been 
very busy during the last eight years, and there are but seven 
states in which some inheritance-tax legislation has not been 
enacted during this period, and two of these do not apply the 
principle at all. 

The legislation in most of the states was along somewhat 
similar lines. In 1915 there were eight states taxing collat- 
erals only, ten having two classes only, a more or less limited 
class comprising direct heirs and a second class including all 
others, and one state which had but one class in which both 
direct heirs and collaterals were included. During this period, 
1915-1923 inclusive, all the states but one formerly taxing 
collaterals only imposed taxes on direct heirs, and there are 
now but three states having two classes only, and one, Utah, 
still retains one class including both direct heirs and collaterals. 
Thirty-four states changed their classification by increasing 
the number of classes or expanding those already in use. 
Thirty-five states increased their rates in whole or in part, and 
twenty-one increased exemptions in whole or in part, while 
eleven decreased exemptions in whole or in part. 
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The tendency is unmistakably towards a highly differen- 
tiated classification as to relationship, graduated rates in- 
creasing rapidly as the size of the share increases and as the 
degree of relationship becomes more remote. 

Many states impose high rates on the larger amounts to the 
most favored class. For example, Arkansas imposes on the 
most favored class a rate of eight per cent on amounts over 
$1,000,000 ; California, twelve per cent on amounts over $500,- 
000; and Wisconsin, ten per cent on amounts over $500,000. 
The corresponding rates on the least favored class are thirty- 
two per cent, thirty per cent and forty per cent respectively. 

A number of states, while not imposing very high rates, 
make them applicable to comparatively small amounts. Loui- 
siana, for example, applies a rate of three per cent on all 
amounts over $20,000 in excess of a $5,000 exemption in the 
most favored class, and ten per cent on all amounts over $5,000 
in excess of a $500 exemption in the least favored class. In 
Illinois the most favored class has an exemption of $20,000; 
on amounts over the exemption between $150,000 and $250,000 
the rate is six per cent, $250,000 to $500,000 ten per cent, over 
$500,000 fourteen per cent. In the class including uncle, 
aunt, niece, nephew and lineal descendents of same, the ex- 
emption is $500, and on amounts over $170,000 above the ex- 
emption the rate is sixteen per cent; for the next class, which 
includes all others of more distant relationship than uncle, 
aunt etc. the exemption is $100 and the rate on amounts in ex- 
cess of $250,000 over the exemption is thirty per cent. 

Most of the states exempt bequests to religious, charitable, 
educational and similar institutions. Some put them in a 
more or less favored class by themselves. ‘ 

There are three somewhat radical departures from what 
appears to be the general practice. Connecticut has provided 
a penalty at the rate of two per cent annually where property 
has not been assessed a town or city tax, or upon which no 
tax has been paid to the state during the year preceding the 
date of death. The penalty operates only to a maximum of 
ten per cent, that is, it can only be applied up to five years. 
This statutory provision so far has been very successful with 
respect to the production of revenue. 

Rhode Island and Mississippi, both comparatively recent 
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converts to the principle of inheritance taxation, impose two 
taxes, a low flat rate on the net estate as a tax upon the right 
to transmit, and a tax graduated as to rate both with respect to 
amount and relationship to the decedent as a tax on the right 
to receive. The law in both states has worked very sucess- 
fully. In spite of its apparent complexity, its administration 
is not difficult, that is, there are no added difficulties because 
of the two taxes, and, without going into detail, many of the 
annoying delays usually encountered in assessing inheritance 
taxes are avoided. Utah has but one class, one exemption, 
and two rates; on amounts up to $25,000 over the exemption, 
three per cent, and on all amounts over $25,000, in excess of 
exemption, five per cent. 

As there is no interstate comity, or at most very little, in in- 
heritance taxation, the question of the. situs for taxation of 
the intangible property of a non-resident decedent is answered 
in various ways by the several states. Mississippi, Rhode 
Island, North Dakota, Tennessee, Vermont and Virginia are 
the only states which carry the maxim, mobilia personam se- 
quantur, beyond the grave, and do not tax any intangibles be- 
longing to a non-resident decedent. 

All of the other states tax in one way or another some or all 
of the following intangible personalty of a non-resident de- 
cedent; securities of domestic corporations, securities of for- 
eign corporations doing business or owning property within 
the state, stock of national banks located within the state, debts 
due from residents of the state, evidences of ownership actually 
within the state and mortgages on property located within the 
state. This is not a complete list but it will answer our pur- 
pose. The real estate of a non-resident decedent is always, 
and the tangible personalty is almost always, taxed by the 
state in which the property is located. 

It is quite apparent that multiple taxation and annoying de- 
lays in settling estates must occur in many instances, not to 
mention the expense incident to the employment of counsel in 
several states which may impose taxes on rights measured by 
the same property. 

“Inheritance taxation has come to be a distinct department 
of jurisprudence”’,* and within comparatively recent years 


1 Gleason and Otis, op. cit., 3d ed. 
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many questions, such as the nature of the tax—that it is a tax 
on a right and not on property—have been definitely settled. 
There are still many questions which have not been settled, 
however, which will doubtless furnish a basis for discussion 
and litigation for some time to come. Administration is 
highly developed in some states, and many have created de- 
partments to administer their tax laws. It may safely be con- 
sidered that, as a means of producing revenue, inheritance tax- 
ation, at least so far as the states are concerned, has come to 
stay. 

As to the policies of the states, one would indeed be bold to 
make a positive assertion. The tendency toward highly dif- 
ferentiated classification as to relationship and graduated rates 
is unmistakable, as is that to reach out and tax as much of the 
personalty of a non-resident decedent as possible without 
bringing about reprisals or getting into constitutional difficul- 
ties. There are such wide differences both as to the amount 
of wealth and its distribution in the several states that a com- 
parison of rates is apt to be misleading; but some of the rates 
are so high that they cannot be justified except on the assump- 
tion that they are intended to operate as a deterring influence 
on the acquisition and distribution of wealth, particularly when 
considered in connection with the federal estates tax, and 
with the fact that the same intangibles may be used as the 
measure of the tax on the right to transmit or receive or both 
by several states, that is, all of the estate used as the measure 
at least twice, and some of it more than twice. 

The necessity for interstate comity is perfectly obvious and 
well recognized, but it has made little progress notwithstanding 
the efforts of a number of tax commissions and organizations 
interested in tax reforms. The prospects for the near future in 
this direction are none too bright. This reform, with some 
others, I fear, must await a better understanding of the sub- 
ject of taxation and the nature of tax problems by the general 
public. 

One of the most difficult problems of taxation, even for those 
trained in the subject, is the determination of the incidence of 
a tax. It is safe to say, I think, that very few, if any, of the 
legislators who framed the federal income tax, excess profits 
tax, capital stock tax or the federal estates tax laws or the 
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state inheritance tax laws, had any very definite conception 
of the social or economic effects that they would produce. I 
am inclined to think that they did not anticipate that men in 
the prime of life and at their best would find it profitable to 
abandon business, and form a class characterized recently by 
an author as “income tax golfers”, thus depriving the com- 
munity of their services. I do not believe they forsaw the pos- 
sibilities in the formation of trust estates, or expected that 
man\ ac*ively engaged in business would find it advantageous 
in middle life to limit expansion, or curtail it altogether, in 
order that they might build up a reserve in tax-exempt securi- 
ties with which to meet the estates and inheritance taxes. I 
doubt very much that they anticipated the effects, economic 
and social, of multiple taxation of corporate securities, or a 
number of other effects more or less apparent to the observant. 

Those who have the taxing power are quite apt to impose 
the burden upon someone else, or at least try to do so, and as 
the taxing power in this country is largely controlled by the 
non-property-owning class and small owners, it is not dif- 
ficult to guess upon whom they are attempting to, and even- 
tually will, place the burden if they can. It is entirely within 
the range of possiblity, at least, that those exercising the taxing 
power may find too late that the taxes do not fall where they 
intended, with results not entirely pleasant to contemplate. 

I am expected, of course, to have some remedial legislation 
ready at hand which will bring about the millennium as far as 
inheritance taxation is concerned, positively and in short order, 
but I will admit frankly that I have not, and I am quite satis- 
fied that no such sweeping reform is possible. I confidently 
expect improvement, but I consider time and the education of 
the general public in the nature and scope of our tax problems 
so necessary to progress that I do not anticipate sudden and 
sweeping reforms. I will venture to suggest that we all can 
and should do something as individuals to help the good work 
along, and that such organizations as the Academy of Political 
Science may be of the greatest assistance in spreading sound 
doctrines of taxation and public finance. I suggest also that 
some attention be paid to the science of public expenditure as 
well as to scientific methods of raising revenues, for after all 
expenditure determines the amount of revenue that must be 
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provided. The man on the street should not be neglected. 
He should be given ample opportunity to learn the truth re- 
garding the raising of public revenues and how and for what 
they are expended. 

Personally I favor the repeal of the federal estates tax at 
the earliest practicable moment, and a serious concerted move- 
ment in favor of interstate comity in all taxation, but particu- 
larly in inheritance taxation, because I consider both very im- 
portant from the standpoint of affording relief to the taxpayer 
without causing much trouble or inconvenience to the states 
or the federal government. 

The legislative body in the last analysis is the determining 
factor, as all the advice of highly trained experts, and all the 
results of special investigating committees and commissions 
will be of no avail if not enacted intolaw. It is often necessary 
to concede something to prejudice, political expediency or 
the strength of one or another faction, and it frequently hap- 
pens that it becomes not a question of what is the best thing to 
do, but what is the best thing you can get done under the cir- 
cumstances. We must often be satisfied with the best system 
we can get, rather than the best one we could devise. It is 
necessary therefore to pay some attention to the election of 
competent legislators and the selection of competent tax of- 
ficials, if improvement is to be made, and good results per- 
petuated. 

In following these suggestions or some similar program, we 
shall at least have the satisfaction of taking part in an attempt 
to bring about a fairer, sounder and more equitable system of 
taxation, one which will be not only more comfortable to live 
under, less harassing to die under, but also much more satis- 


factory to our heirs or assigns than the system now in force. 
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STATE AND FEDERAL POLICIES OF INHERITANCE 
OR DEATH TAXATION 


WILLIAM B. BELKNAP 


Professor of Economics, University of Louisville, Ky. 
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ance taxation, I shall use the term “death tax” as in- 
cluding all forms of inheritance taxation, estate taxes, 
succession, legacy, transfer and executor commission taxes. 

While death taxes undoubtedly started out with a twofold 
aim, to curb large estates and to raise revenue, I believe that 
the corrective end has faded very much into the background, 
and the revenue end is the one which today interests legislators. 
There is, of course, the theory of taxing those who are “ getting 
something for nothing”, but those who levy death taxes now 
seem to have as their guiding motive the raising of as much 
revenue with as little disturbance as possible. I think it is fair 
to say that the federal government is primarily interested in 
raising revenue. If it seriously intended to break up large 
estates it would use an inheritance tax instead of an estate tax. 
But aside from the courageous and sane stand of Secretary 
Mellon in opposing the increase in the federal tax, I can find 
nothing that would indicate either a conscious or a sustained 
policy on the part of the government. 

With the states, also, it is difficult to point out policies, but 
certain tendencies of legislation are becoming fairly evident. 
There are four marked tendencies in state death-tax legislation 
to-day. First, the states are relying more and more upon the 
revenue from these taxes for state purposes. Second, there is 
a constant tendency to increase state rates. Third, the states 
are trying to assess all property that it is possible for them to 
reach, regardless of duplication and injustice. Fourth, they 
are amending their laws and their rulings so often that it is 
necessary to keep a loose-leaf service posted from week to week, 
in order to know how matters stand. 
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The records of a few states are clear of death tax brigandage. 
Alabama and Florida have no death taxes of any kind. Rhode 
Island, Vermont, Georgia and Mississippi make no attempt to 
tax non-resident securities and thus they avoid all harmful 
duplication. Delaware and Nebraska in practice collect no 
duplicate taxes. New Hampshire, Virginia and Kentucky 
limit the non-resident tax to two per cent. The other states, 
in varying degree, collect death taxes from all estates that they 
can reach by any legal fiction or jurisdictional control. Aside 
from the four tendencies noted above, generalizations about 
death taxes are difficult. Every possible variation exists. 
Exemptions vary from practically nothing in Pennsylvania to 
$75,000 in Kansas. Top rates on direct heirs vary from two 
per cent in Pennsylvania to fourteen per cent in Illinois. Col- 
lateral rates vary from five per cent in Maryland to sixty-four 
per cent in the Philippines. Variations in the deductions and 
in the other provisions of the different state laws are as marked. 

When we look into the destination and importance of the 
state death-tax revenue we find a few exceptions like Nebraska, 
Ohio and Montana, where the counties get all or half of the 
revenue from these taxes, but in most of the states the allowance 
to the counties is supposed to cover only the expenses incurred 
by the county courts in collecting these taxes. In about half 
of the states in the Union death taxes yield an appreciable part 
of the state revenues—that is, more than five per cent—and in 
practically all of the wealthy states their importance is rela- 
tively much greater. In actual amount the states raise ap- 
proximately, from the 130,000 estates taxed annually, some 
sixty or seventy million dollars, while the federal government 
raises twice that revenue, or approximately one hundred and 
thirty million dollars from 13,000 estates, one-tenth of the 
number of estates subject to state taxation. But even the large 
amount raised by the federal government is not so great a pro- 
portion of its total revenue as is the yield in those states where 
these taxes are of any real importance. The federal govern- 
ment raises less than four per cent of its revenue from the 
estate tax. New Jersey, on the other hand, estimated that in 
1923 death taxes would yield thirty per cent of her revenue, 
more than she expected to get from any other single source. 


Of this amount she raised about sixty per cent from non- 
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resident estates. In California, Connecticut and Pennsylvania, 
death taxes appear to be the second-largest sources of state 
revenue. In New York, Massachusetts and Rhode Island, 
they are the third-largest source of revenue, and the recent 
doubling of rates in Illinois has brought them up to an im- 
portant place in that state. 

More interesting to us than the tendency to magnify the 
importance of death taxes as sources of state revenue are the 
tendencies to increase the number of death taxes and the total 
yields. In Ig10 this form of taxation had reached a position 
of real importance. According to Professor West, ten million 
dollars were collected in that year. In 1921 the total collec- 
tions amounted to something over two hundred and twenty-one 
millions, twenty-two times as much as had been collected eleven 
years before. This increase came from five sources: first, the 
imposition of the federal tax ; second, the increase in the num- 
ber of states levying death taxes and in the rates in those states 
already levying these taxes; third, an increase in the number 
of multiple and non-resident taxes assessed; fourth, better 
organized administration ; fifth, a rise in the value of estates 
due to the rise in the general price level and to the increased 
wealth of the country. But the federal tax, the multiple taxes 
and the higher rates caused most of this tremendous increase. 

The Federal Estates Tax rate now runs to twenty-five per 
cent of an estate. A bill recently passed the House raising 
this to forty per cent and including all gifts. Should this 
become a law the fortune of an American living and dying in 
Manila, if bequeathed outside of the family and exceeding ten 
million, would be taxed upon that excess at the top rate of 104 
per cent by the federal and Philippine governments. Were 
it partly in a corporation whose property was in Wisconsin, 
the rate would go to 144 per cent. If this corporation were 
incorporated in West Virginia thirty-five per cent would be 
added, making 179 per cent. If the certificate were in a 
Seattle safety vault, we should add forty per cent more, making 
219 percent. If the transfer office of the corporation were in 
Denver, we should add sixteen per cent, making 235 per cent. 
If the corporation had also taken out incorporation papers in 
Idaho, add fifteen per cent, making a total of 250 percent. If 
the courts of Oregon and Illinois held their own states respec- 
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tively as the proper states of domicile, we should add twenty- 
five to thirty per cent respectively and have a tax rate in the 
highest brackets of 305 per cent of the estate, and that without 
leaving the territory under the Stars and Stripes! And yet 
we laugh at the German edict that death taxes shall not exceed 
ninety per cent of an estate. 

Increases in rates and the multiplication of taxes have pro- 
ceeded so rapidly that the situation has grown critical without 
our having been able to realize it. Within five years thirty- 
seven states have amended their rates and California is the 
only one which has lowered its rates, while all the other rates 
have been raised. In addition, most of the states have con- 
stantly increased the number of non-resident taxes they have 
attempted to levy. Figures are not available showing how 
much is raised by the non-resident taxation, but my estimate 
is that it is somewhere between ten and fifteen per cent of the 
total collections. This figure, however, in no way measures 
the injustice which non-resident taxes may and do work, nor 
does it indicate where a few more increases in state and federal 
taxes may lead. If the tendency to increase the number and 
rates of these taxes continues as in the recent past we shall very 
soon have a three-cornered fight—the states against each other 
and the federal government against the states. Each v il be 
trying to collect its ransom from an estate before the other 
jurisdictions have confiscated it. This emergency must be met. 

The National Tax Association in days gone by has tried to 
persuade the states to limit their death taxes to the state of 
domicile—a reform which has been proven politically impos- 
sible. Suggestions have been made that the only tax collected 
be that levied by the federal government, which should, in turn, 
give back to the states some portion of this tax. It will be a 
most enthusiastic idealist, in my opinion, who will try to per- 
suade the states to adopt this program. 

The inheritance tax committee of the National Tax Associa- 
tion worked out a program a year ago which seemed to them 
about all that we could hope to accomplish within the next few 
years. The program called for: first, the abolition of the 
Federal Estates Tax; second, more uniform laws; and third, 
the adoption of the Matthews Flat Rate Plan by those states 


which feel that they must levy a non-resident tax. 
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The Matthews plan is easily stated. It levies a flat rate 
of one or two per cent on the transfers of all non-resident de- 
cedent securities, without regard to exemption, deduction and 
other items. Its simplicity makes possible an inexpensive ad- 
ministration which, with most smaller estates, saves the tax- 
payer more than the tax, and which prevents confiscation of 
large estates. With regard to the taxation of non-resident 
decedent stock in a foreign corporation, the committee has felt 
confident that the United States Supreme Court would follow 
the same reasoning as the Supreme Court of the state of Wis- 
consin, and hold that the property of a foreign corporation 
owned by a non-resident decedent was not taxable even though 
the corporation had real property within the state. With the 
federal tax eliminated, the non-resident ansfer tax limited 
to two per cent, and the Wisconsin idea climinated, the pru- 
dent man with an estate large enough to be taxed would soon 
learn to avoid the other forms of multiple taxation, and while 
the situation would be far from ideal, we would escape extor- 
tion and ransom. 

Not only has Secretary Mellon voiced a vigorous protest 
against the confiscation of estates by the federal government, 
but Senator King of Utah has proposed a conference of state 
and federal officials to discuss this and other forms of state and 
federal conflict of taxational jurisdiction. Furthermore, many 
of the states have petitioned Congress in the strongest terms to 
abolish the Federal Estates Tax and leave to the states a tax 
which historically and by all reasonable logic belongs to them.* 


1 Most of the statistics used in this article are taken from the author’s book, 
Inheritance and Other Death Taxes in the United States, now in press. 
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THE INEQUALITY OF THE NEW YORK STATE 
TAX BURDEN 


FREDERICK M. DAVENPORT 
Member of New York State Senate, Thirty-sixth District 


tax engineering, first reducing the tax burden on differ- 

ent types of business to a percentage of net income as de- 
fined in the federal revenue act. We found when we had 
practically completed our work, that we had in this state, 
without knowing very much about it, a chaotic hodge-podge 
of business taxation, a perfect jungle of taxation, the succes- 
sive amendments to the law having been added from year 
to year and almost from generation to generation, with very 
little thought at all about the principle of equality or the 
principle of justice. We have in this state a manufacturers’ 
and merchants’ tax of four and one-half per cent which is 
practically a net profits tax, although it is not called that— 
as sane and sound a piece of tax legislation as we have on 
our statute books. 

We also impose taxes upon financial institutions. In gen- 
eral our financial institutions are taxed one per cent on their 
capital, surplus and undivided profits, if they have surplus 
or undivided profits. This form of tax upon business and 
financial institutions we found operated very unequally within 
the same class, because there is not necessarily any direct re- 
lation between the capital stock of a financial institution and 
its profits. We found also that as between different classes 
of financial institutions, there was very great inequality, 
worked out in terms of the burden on net income. We found, 
for example, that the national banks in this state on the aver- 
age were paying what amounted to an income tax of 6.8 per 
cent; the state banks 6.58 per cent; the trust companies 7.33 
per cent; the investment companies 3.13 per cent; and the 
savings banks 5.8 per cent. 

Among the public utilities of the state we found disgraceful 
discrimination and scandalous inequality. Nobody loves a 
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public utility company any more, and nobody had paid any 
attention to whether these people, through all kinds of tax- 
ation, local and state, were being materially injured or not. 
Referring solely to state burdens, the public utilities of the 
state, the railroads, the telegraph and telephone companies, 
the gas companies, the electric railways, and so on, were pay- 
ing taxes that ranged from four per cent in the case of some 
of them to fifteen per cent in the case of others. If local 
taxes were added, these public utilities in the state were pay- 
ing from fifteen to forty-four per cent of their net income reg- 
ularly in taxes. The electric railway was the public utility 
which suffered most seriously, since in many cases it had a 
fixed rate of fare and could neither stand the burden nor shift 
it to the consumer. 

Of course there is a large amount of unincorporated business 
in this state which has never borne its fair share of the burden 
at all. Our movement in this state, therefore, has been to- 
ward a net income basis, a net profits basis for all the different 
types of business so far as that was possible. Perhaps it 
would be impossible in the case of savings banks, for example, 
but wherever it might be possible, that has been our aim. In 
trying to achieve equality among business enterprises in ordin- 
ary times, we have encountered many difficulties. 

Perhaps the most sensible business group with which we 
have dealt is the manufacturers’ group. They have had very 
sensible advice, and some years ago, under the leadership of 
Congressman Mills, when he was Senator and Chairman of 
the Committee on Taxation in the Senate, a plan was worked 
out for a tax of three per cent at first and finally four and one- 
half per cent on the net profits of manufacturing and mer- 
cantile corporations. This is regarded as a very just and a 
very fair tax; much more sensible than the system in a state 
like Pennsylvania, for example, where, as I understand it, 
the great manufacturing group pays practically no taxes at 
all and never has paid any taxes, except as campaign contribu- 
tions to the reigning political machine in that state. Whether 
that has worked out well in actual profit, it might require an 
investigation to determine. But we have handled that part 
of the problem very well, I think, in New York. 

We have had very great difficulty in working out a fair 
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solution with respect to financial institutions. We wished to 
put the financial institutions on an income tax basis, but after 
the so-called Richmond decision a year or two ago, we found 
that in attempting to amend U.S. Statute 5219, we faced op- 
position on the part of representatives of this particular group 
of institutions who had a great deal more influence, it seemed, 
with the Committee on Banking and Currency in the House 
than the eighteen great sovereign jurisdictions, the separate 
states of the Union, which had a particular interest in getting 
the right kind of amendment to Statute 5219. As a result, 
we were given a wrong kind of amendment to Statute 5219, 
and we have been held up for a year or two in the process of 
securing fairness and equality in taxation for the great body 
of financial institutions in this state. We have had a hard 
time to keep some of the least wise of the financial institutions 
from attempting to get into the statute books of this state a 
piece of tax legislation that would put them in a privileged 
class under Statute 5219; and in the name of the stockholders 
of these institutions, in the name of the future credit and con- 
fidence in these institutions, we have taken the position that 
until Statute 5219 was made fair and just, we should not allow 
them to get into a position of special privilege with respect to 
the other business institutions of this state, because it is a bad 
thing for them in the end. If there is anything that financial 
institutions need, it is the confidence of the plain people of the 
state and of this country, that they are absolutely honest with 
respect to the tax burden in connection with other kinds of 
business and other kinds of taxpayers in general. When we 
prevented them from securing a privileged position under the 
income-tax scheme, we felt that we were working for them 
just as much as we were working for the state. 

In dealing with the public utility inequality we have been 
held up to a certain extent by the fact that we tax so-called 
special franchises in this state, in connection with public utili- 
ties, as real property. We could go, of course, at any time 
to the income-tax basis or something allied to it for public 
utilities, but if we did that, without providing by amend- 
ment for leaving this peculiar special-franchise real property 
as a part of the basis for the constitutional limitation upon 


indebtedness and taxation, we should have very great trouble 
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of course with some localities which are near the debt limit; 
consequently we have been trying first to get a constitutional 
amendment in this state which would make it possible for 
that kind of real property to stand in the fundamental law 
as a part of the basis upon which indebtedness and taxes 
would be reckoned. We have had a little difficulty about 
that. The constitutional amendment was defeated at the last 
election by a small vote. There was some objection to certain 
phrases in the amendment. We hope to make the necessary 
changes, and we hope that the result will be better next time, 
but for the time being it is difficult to establish anything 
like genuine equality and justice. If we can get the con- 
stitutional amendment, we should like to put in this state 
a so-called gross-net tax upon public utilities generally, a 
varying rate on gross earnings, the variation in rate depend- 
ing upon the relationship of net to gross, the companies paying 
higher taxes as their profits increase and lower taxes as they 
decline. We think we could establish in the whole public 
utility realm a sound basis of fair and equitable taxation as 
contrasted with the outrageous sort of taxation which they are 
now suffering in this state. 

The greatest burden, in terms of capacity to bear it, is the 
burden that is falling upon real property—the real property 
of the farmer, the real property of the home-owner, the real 
property of the business man—and also upon the rent-payer, 
as taxes are shifted to him whenever they can be shifted, as 
they are in cities like New York. We found in our inquiry 
in this state that the average burden upon real property is 
$2.75 per $100. That is a property tax. That means at least 
from ten to fifteen per cent income tax, of course, and there 
have been some recent inquiries which lead us to believe that 
in many cases the burden runs much higher than that. Mr. 
Lewis Pierson, the President of the Merchants’ Association, 
has made an inquiry which indicates that in New York City 
two months’ rent every year out of the twelve goes for taxes 
and is paid by the rent-payer. Some of the work done al- 
ready by Richard T. Ely indicates very heavy burdens upon the 
real property of the farmer. It also appears from certain 
studies that have been made in our own state, in counties like 
Delaware and Niagara, that as high as 30.9 per cent of the 
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net rent in these counties goes for taxes. Under these cir- 
cumstances, farming being a great industry also, something 
must be done to ease this terrible burden. I may say that 
in a non-partisan way, with the support of the two parties 
which are now in power in Albany, we are going into that 
question during the coming year. 

Some persons had their eyes opened at Albany this year. We 
had $9,000,000 of money that we did not know what to do with, 
and the question was, who was going to get it. There was a 
decided split in opinion. It was finally decided that the $9,- 
000,000 should go to the income-tax payers in the state, about 
five-sixths of it going to the higher brackets under the scheme 
proposed. But such a protest came from the owners of real 
property everywhere that we also, before the session was over, 
contributed between $8,000,000 and $9,000,000, I believe, to 
the lessening of the real property burden of the state. We 
shall have an inquiry in the state into the whole question of 
the burden on real property, on the farms and on the homes, 
to see how that burden if possible can be lessened. 

The problem of inequality is evidently also a problem in 
citizenship with respect to the plain man in addition to the 
immediate question of the injury to industry from excessive 
tax burdens. The excessive tax burden, the inequality of 
the burden, and the exemptions from the burden, have be- 
come the three great, fundamental, economic issues in connec- 
tion with taxation today; these are the great questions that 
we have immediately before us, and we ought to settle them 
because they are bearing heavily upon the country. 
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DISCUSSION: NEW YORK STATE TAXATION 
PROBLEMS 


MARK GRAVES 
Commissioner, New York State Tax Department 


\ JE deplore certain things with respect to the tax situa- 
tion. We regret that every tax proposal thrown 
into the legislative arena immediately becomes a 
political question or problem. It should not be so. I need 
not say that taxation vitally affects business, that it ought to 
be considered as a business—as an economic, rather than a 
political problem. It matters little how simple a proposal 
you send to the legislature (and I presume it is so in Con- 
gress), there is one of two reactions—either timidity on the 
part of the legislators to consider it for fear that it may con- 
tain some hidden political dynamite, or a feeling that the 
party in power is going to gain some political advantage if 
the program succeeds. 

The second thing that we regret is the lack of information, 
a lack of data, statistics, if you choose, upon which to base in- 
telligent official action. I sometimes think we are negligent 
in failing to associate state and federal taxation. Frequently 
you hear some one say, “ Why, the New York state personal 
income tax rates are so low as to be insignificant; no one 
should object to them.” But the person who pays the state 
of New York three per cent may have to pay a federal tax of 
fifty-four per cent. The two combined mean to him a fifty- 
seven per cent tax on his income. It matters little to him that 
one jurisdiction takes but three per cent. We must come to 
think, I believe, of taxes in the aggregate; we should aggre- 
gate all of the taxes that the individual or the business or the 
corporation pays before we undertake to form intelligent 
judgments with respect to a tax policy. 

The authors of two papers in this volume have alluded to 
the governor’s tax program in Albany this year. Lest an 
erroneous impression may be created as to what did happen 
and as to what was actually advocated I shall explain what 
did take place. 
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In New York state, the fiscal year commences on July first. 
We are now three-quarters through a fiscal year. The fiscal 
program of the state for the current period was formulated 
by the legislature and the governor early in 1923. The legis- 
lature and the governor have just completed the program or 
fiscal policy for the fiscal year commencing July first, next. 
Last December, during the last week, the governor called in 
those upon whom he relied for advice with respect to the 
financial condition of the state. It then appeared that some 
relief could be extended to the taxpayers. The question was 
what tax should be reduced, what form the reduction should 
take. The data laid before the governor at the time showed 
that in the state of New York, combining the federal taxes and 
the state and local taxes, the entire tax burden was about 
$1,300,000,000; that of this amount fifty-five per cent was 
taken by the federal government and nine per cent by the 
state government; and that thirty-six per cent was raised to 
defray local expenses. He was also told that of this tax 
burden in New York state, forty per cent was assessed upon 
income as a base, that thirty-five per cent was assessed 
against property, and that twenty-five per cent came from 
miscellaneous sources like the automobile license fee, the in- 
heritance tax and the other miscellaneous revenues. The 
fact, then, was that of the two great tax bases, property and 
income, income was paying forty cents of each dollar and prop- 
erty was paying thirty-five cents of each dollar. The de- 
cision was to recommend, and the governor recommended it in 
his annual message, that the income tax be reduced. 

It will be agreed that the two great tax bases are property 
and income. In what proportion should each bear the 
burden? I will almost defy any one to prove that income 
should pay more than property or that property should pay 
more than income. 

It also appeared at this conference in December that unless 
the legislature should be too liberal in making appropriations, 
it would be possible to give relief to property-tax payers. 
With regard to making appropriations, the situation in this 
state is not wholly satisfactory. 

Governor Smith is proposing an executive budget. As it 


is today one scarcely knows at any time (certainly it was 
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not known on April 9, 1924, when the governor was prepar- 
ing his final message to the legislature on taxation) how much 
money the legislature proposes to appropriate. Therefore 
the governor did not know exactly how much revenue should 
be raised. But on April 9, 1924, he sent a final message to 
the legislature in which he said that whereas a two-mill direct 
state tax had been levied in 1923, the resources and the finan- 
cial situation of the state were such that there could be a re- 
duction in the rate from two mills to a mill and a half. It 
was not a promise. It was an act of the legislature, passed 
by both houses, and will be approved by the governor. Put 
simply, Governor Smith recommended two tax reduction 
measures. The first was a cut of twenty-five per cent in per- 
sonal income taxes and amounted to $8,250,000. The second 
was a reduction of general property taxes from two to one 
and one-half mills, or $8,600,000. Both have been enacted 
into law. 

Realizing taxation to be far from a perfect science, ap- 
preciating the burdens placed upon real property by way of 
local and school taxation, and knowing the correct solution 
can be reached only after diligent study, Governor Smith sent 
to the legislature a message on March 24, 1924, outlining ex- 
isting conditions and urging the creation of a state commission 
whose duty it would be to collate all the facts and recommend 
a comprehensive plan for remodeling our tax system. This 
did not commend itself to the legislature and was not adopted. 
But the legislature did continue what is known as the Joint 
Committee on Taxation with a provision for an Advisory 
Council. This committee has done much in the past. It 
has made valuable contributions to tax literature. Some of 
its work has borne fruit and been written into law and some 
will no doubt be brought to fruition in the future. Take it 
by and large, the outlook in New York is hopeful. Those 
in official position whose duty it is to deal with tax problems 
are thinking and trying to solve the various problems pre- 
sented. That some good will result from this condition is 
assured. 
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THE RELATION OF TAXATION TO BUSINESS 
PROSPERITY 


IRVING T. BUSH 


President, Bush Terminal Company 
President of the New York State Chamber of Commerce 


r AHE business man knows that taxation is merely one of 
the problems which enters into a business life, and 
despite the belief of many of those who do not con- 

duct business enterprises that he pays the tax entirely out of 

his own pocket, the business man knows that he has about so 
much to pay in the course of a year in taxes; he knows that 
he must distribute that over the cost of his product, just as he 
must distribute the cost of his steam, the cost of his electric 
power or the cost of his raw material, the cost of any of the 
things which enter into the program of making up the cost 
of that which he manufactures for sale. Therefore, he can 
take a reasonably businesslike view of the question of taxation. 

The mental attitude of the business man towards taxation is 

that, whatever its form, it should be a tax which does not dis- 

courage initiative and enterprise. 

This country is not a great country by accident. It is not 
a great country because we have limitless natural wealth 
here. You can go to many parts of the world and find our 
natural resources duplicated. You can go to China and Mon- 
golia and places which are in the backwoods of civilization 
and find all the riches of nature which exist here. This 
country has been a great country because our forefathers 
have had courage and energy and have developed those 
natural resources. 

If you say to a man that if, utilizing the resources with 
which God has endowed this country, he creates a great enter- 
prise, you will take away a large proportion of what he 
creates, you naturally kill his enterprise and courage. If 
taxation is carried to the point of stifling the development 
of enterprise, as a natural result every one who lives for the 
prosperity of this country, whether he works with his hands 
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or whether he works with his head, wili feel the reaction. 
When you get above fifty per cent, when you say to a man 
that if he works and develops something which is worth while, 
you will take more, as you do today, than fifty per cent of the 
profits of the enterprise in which he is engaged, it seems to 
us that you are killing enterprise. 

Mr. Mellon, in his recent tax bill, suggested a limit of 
twenty-five per cent for the surtaxes. If we are to raise our 
revenue by means of income taxes and surtaxes upon income, 

I should think that the average business man would say that, 
contributed in this way, a tax of twenty-five per cent was not 
an unreasonable amount for the successful business man to 
give up for the conduct of national affairs. 

We hear a great deal about a painless tax. There is always 
the theoretically ideal and the practical. Theoretically, I 
do not believe in a painless tax. I believe a tax should be 
made so painful that it would make the citizens of this country 
pay some atttention to the affairs of their government. As 
long as the tax is perfectly painless and they do not know how 
their money is raised, the people of the country pay very little 
attention to how it is spent. There is only one way to save 
money in either national or state or city affairs, and that is 
by stopping spending. As long as taxes are painless, economy 
will not be encouraged. But practically, no one will vote for 
a painful tax. We must therefore consent to devise some 
kind of taxation which is more or less painless. 

In dealing with the question of taxation affecting business, 
every one has in his mind the income tax. For reasons of 
my own, I have never had anything but a very academic ex- 
perience with the income tax. The local tax collector has 
reached me first. I say that with a great deal of feeling, for 
the Company of which I am the nominal head started with 
a piece of property which was then paying the city about 
$8,000 a year in taxes, and this year, if we paid what the 
tax assessors say we should pay, we would pay them some- 
thing over $1,000,000 in cash. Reducing that to a per diem 
basis, it would men about $4,000 a day. Reducing it to the 
ordinary eight-hour basis, which I think I might be allowed 
to assume for my own labors, it would mean that I would 
have to earn $500 an hour to pay the real estate tax to the 
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city. For that reason, I have only an academic interest in 
the income tax, for while we are supposed to pay to the city 
this year nearly $1,250,000, the common stockholders of the 
Company, among whom I am numbered, will get about 
$350,000, or about a third of what the city gets from us. 

But the taxation which appeals to me as a business man is 
not quite the sales tax, that is, the tax which has been des- 
cribed as a painless tax. The sales tax was unfortunate be- 
cause it was launched at the wrong time, it has received a 
bad name, and it implies to so many people a tax upon every- 
thing which is sold. I think a tax could be devised, sound in 
principle, which would be the reverse of the income tax. 
For want of a better name, I will call it an outgo tax. 

If you were starting your sons in life and were saying to 
them, ‘Go out and develop the natural industries of this 
country ; make yourselves a constructive force,” you would not 
say to them that the more they improve conditions here, the 
more they create, the more you will take away from them. 
You would say, “Go out and be thrifty, be hard-working 
and save, and what you save and develop and create for 
yourself, you may have as your own. But look out how you 
spend. If you spend your money foolishly and extrava- 
gantly, that we are going to take from you.” Now, we are 
saying just that to the young men of this country who are 
beginning their lives. If the last few years have shown any- 
thing to the world, it has been the necessity of leadership. 
The experiment in Russia certainly shows that. The ex- 
periment there has failed because of lack of experienced 
leadership. From the young men of to-day we are to de- 
velop the leaders of tomorrow, and we are saying to those 
young men, “ Go out and work and struggle and become pros- 
perous and sucessful men, and the more you work, the more 
you create, the more we shall take.” 

I think it is perfectly possible to create a tax which will not 
be a sales tax exactly, which will not be exactly a luxury tax, 
but will be a tax based upon the expenditures of the citizens 
of this country. In my case, if you buy a second-hand Ford, 
you would pay a small tax. If you were a profiteer or a 
plasterer, you would buy a Rolls-Royce and you would pay 
a high tax. The tax would not be a burden upon the essen- 
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tials of life, upon home rent, upon fuel, upon the ordinary 
essential food products. The tax would be based upon the 
same principle that would lead you to give your boy an 
opportunity to keep that which he works for and creates, 
but take from him a share of that which he spends foolishly. 
With the enormous expenditures of this country, large rev- 
enues could be raised by a tax based upon this principle, 
a tax called perhaps an outgo tax, taxing that which the 
people of this country spend—it would not be a sales tax in 
principle, although it would embody many of the features of 
a sales tax. It would be easily collected. It would be pain- 
less. It would be a tax which would preserve for the young 
men of to-day, who are to be the leaders of this country, the 
courage and the initiative which our forefathers have had, 
and would give them the ambition to develop and build the 
great resources of this country. 
[104] 
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THE INTERESTS OF LABOR IN THE REDUCTION 
OF TAXES 


PETER J. BRADY 


President, Federation Bank of New York 
Chairman, Committee on Banking and Education 
New York State Federation of Labor 


made at annual conventions of the American Federa- 
tion of Labor and interim pronouncements are issued 
by its executive council. Labor generally is at decided var- 
iance with the ideas of those who support the Mellon plan. 
Some trade unionists may support the Republican administra- 
tion’s program. The large majority however are numbered 
among its severe critics, joining the progressive farmer or- 
ganizations in rejecting a plan that will lift to such a large ex- 
tent the surtax on the millionaire class. 
The tax burden left by the war and the war debts were con- 
sidered at the 1921 (Cincinnati) convention and the Federa- 
tion’s official position is recorded in the following resolution: 


(rns: declarations on matters of national policy are 


Resolved, That the American Federation of Labor in convention assembled 
declares against the imposition of a retail or general sales tax or turnover 
tax or any other tax on consumption, and opposes the repeal of the excess 
profits tax, and demands that the highest rate of taxation levied during the 
war be retained until the full money cost of the war has been paid, and 
further demands that the government promptly levy a rapidly progressive 
tax upon the value of land and other natural resources speculatively held in 
order that the national debt may be promptly retired. 


As far back as 1898 the Federation was on record in favor 
of the enactment by Congress of a law providing for a gradual 
increase of taxes on swollen incomes, the revenues derived to 
be used for social purposes such as widows’ pensions and old 
age insurance, and for public works and national development.* 
The Federation has repeatedly endorsed the principle of the 


1A. F. of L., Proceedings, 1921, Cincinnati. 
2A. F. of L., Hist. Encyc. and Ref. Book. 
[105] 


106 WEALTH AND TAXATION [Vou. XI 


estate or inheritance tax. It wants the colossal war debt to 
be retired promptly so that future generations will not be bur- 
dened. Neither the proponents nor the opponents of the 
much-advertised Mellon plan have brought out the fact that 
it may take from thirty to fifty years before the war debt is 
paid unless ample provision is made for a substantial sinking 
fund, now when we can afford it.’ 

Labor’s plan of taxation when it becomes definitely formu- 
lated will be as constructive as its economic policy which is 
based upon the gradual raising of the standard of living of 
the American wage-earners. Trade unionists observe with 
great satisfaction our present sound economic condition, our 
wholesome retail trade and the abundance of savings available 
for reinvestment in industry and commerce as the best vindica- 
tion of their traditional belief that fair wages and a high liv- 
ing standard are the foundation of our national well-being. 

Labor is better off than ever before in spite of the tax rate 
and a war debt twenty times greater than the national debt 
previous to 1914. Wages measured by the commodities that 
can be bought are at the peak both for skilled and unskilled 
labor, with the exception of certain unorganized industries 
employing women and children and of the “white collar 
group” of teachers, clergymen, office and technical workers. 
Wage earnings are nearly ten per cent higher than a year 
ago, and the cost of living has advanced but slightly. Aver- 
age weekly earnings in New York State are one hundred per 
cent higher than in 1914.” 

The year just ended has been one of the biggest years for 
corporate profits in spite of the groans we hear about the tax 
burden, and the prospects for 1924 are equally bright. Cor- 
porations reported profits aggregating eight billions of 
dollars last year, a gain of one and one-half billion over 1922.’ 

Production is exceeding consumption, for while some twelve 
billions of dollars were added to the national wealth in 1923, 
one-sixth was set aside as savings or reinvested. The growth 
of deposits in savings banks—the form of savings most favored 
by the wage-earner—was $602,394,000 between November, 

1 Journal, I. A. of M., Feb., 1924. 

2 Economic News, Labor Bureau, Inc., Dec., 1923—April, 1924. 


8 David Friday in The New Republic, Feb. 13, 1924, pp. 304-5. 
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1922 and November, 1923, this being twenty-three and eight- 
tenths per cent higher than the previous record.’ More new 
life insurance was paid for by the people in 1923 than in any 
other year, the total, estimated at $11,954,000,000, showing 
an increase of $2,179,000,000 over 1922, according to the re- 
cords of forty companies doing four-fifths of the business in 
the United States. Group and industrial insurance showed 
the same tendencies, maintaining a record of approximately 
twenty-two per cent better than 1922.? 

National wealth has nearly doubled in the last ten years. 
It was estimated at $320,803,862,000 in a recent report of the 
Department of Commerce on real and other property, or 
$3,000 for every citizen. Much of this of course is public 
rather than private wealth, increased to a considerable extent 
by price inflation. There seem to be no financial obstacles in 
the way of prosperity, with no lack of profit, no lack of funds 
for borrowing, no marked disturbance of prices, and with con- 
sumers having a fair purchasing power.® 

As the result of this marked recovery it appears that the 
revenue of the federal government from the income tax, the 
tariff, internal taxes, and departmental earnings provides a 
surplus over expenses. The Secretary of the Treasury does 
not know exactly how much this surpius will be, but each 
estimate seems to be larger than the last. 

At least he thinks it will be large enough to cut down by 
one-half the surtaxes on our millionaires and pare off a thin 


1 State Banking Dept. reports; Insurance Dept. reports. 


2Labor Bureau, News Letter. According to James M. Lown, second 
deputy superintendent of the Insurance Department, State of New York, 
there has been an increase of 12% in the life insurance premiums paid in 
the first quarter of 1924 as compared with the first quarter of 1923. Gains 
are shown in reports of four leading companies as follows: 


Quarter ending Quarter ending 

March 31, 1923 March 31, 1924 

Equitable Life .......... $30,933,792.10 $34,432,846.13 
Metropolitan Life ....... 76,293,452.32 90,027,378.05 


3N. Y. Times, April 5, 1924. 
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slice from the burden of the small taxpayers, who compose 
the majority. He proposes to continue the exemption at 
$1,000 for single persons, and $2,500 for the heads of fam- 
ilies, retaining the present tax of four per cent for these 
brackets.’ 

The Garner plan goes him one better in every particular, 
for the opposition claims the people also are overtaxed. It 
would reduce the surtaxes on great wealth from fifty to forty- 
four per cent and raise exemption in the lower brackets to 
$2,000 for single persons and $3,000 for heads of families.’ 

Under this arrangement it will be seen that wage-earners 
are affected by both proposals, the Mellon plan taxing the $20 
a week clerk, who is single, as well as the $50 a week mechanic 
who is married, while the Garner plan would affect the single 
person earning $40 a week or more and married persons earn- 
ing $60 a week or more.* The average wage-earner, however, 
rarely receives such high wages. 

The controversy therefore is primarily an issue between the 
extremely wealthy and the middle class, the workers benefiting 
generally by the abolition of the “nuisance taxes”’ on motion 
picture tickets and other luxuries. It is a question of who 
shall bear the burden, and labor holds that “the heaviest 
burden should lie where easiest borne.” The tendency has 
been to exaggerate the question. The nation is not staggering 
to the poorhouse, nor will Mr. Mellon’s proposals bring the 
millennium even for millionaires who seem so reluctant to pay 
out of their abundance. 

Labor’s official position, it will be recalled, demands that 
“The highest rate of taxation upon incomes and excess profits 
be retained until the full money cost of the war has been paid”’, 
and promptly paid. It favors large inheritance taxes and 
moderate taxes for moderate incomes. It favors restoration 
of the excess profits tax, and, I may add, full publicity on how 
great have been the profits of some of our giant corporations, 
exceeding, we believe, thirty and forty per cent in many in- 
stances. 


1 Forum, March 24, 1924, pp. 344-8. 

2 Ibid., pp. 349-51. 

8 Current press reports liable to error. 
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Labor is officially and unequivocally in favor of a soldiers’ 
bonus or adjusted compensation as it is now termed, the con- 
ventions repeatedly going on record for some substantial re- 
ward “for men who offered the supreme sacrifice to maintain 
the political freedom of our Republic”. It may be recalled 
here that Samuel Gompers, President of the American Federa- 
tion of Labor, was responsible in a large measure, acting 
through the Council of National Defense, in raising the 
monthly pay of $15 for men in service to $30 during the war. 
Labor takes the position that wealth should contribute heavily 
to discharge this obligation. It is said the bonus will add two 
billion to our national debt. It is not too much to pay. It 
will make necessary a still more scientific tax plan properly 
to distribute this cost with the least disturbance to our financial 
structure.* 

Among the uncollectable assets of the United States respon- 
sible for our present tax rate are the debts of foreign countries, 
the result of unlimited borrowings here during the war. Nine- 
teen nations owe us $11,800,010,245, according to the most 
recent compilation of the Treasury Department.? Great 
Britain has paid $92,000,000 in interest on her debt. France 
has made no payment either of principal or interest. At the 
same time she has launched an ambitious military program, 
maintains an army of 770,000 men, is building a vast air fleet 
ostensibly for protection against Germany, now prostrate, but 
actually in preparation for an offensive against Great Britain. 
While apparently unable to pay anything on her American 
debt, France is lending at low interest to Poland, Hungary, 
and Rumania, and thereby strengthening her grip on central 
Europe.® 

As one critic of France’s attitude, let me point out that the 
money advanced by the American people was given to help 
win the war and not make inevitable a still more disastrous 
conflict among the European rivals. The surplus from French 
industry should be used to develop the economic strength of 
France and not for future destruction. Labor applauds the 
disarmament movement and considers a curb upon war ex- 


1A. F. of L., Portland Convention, 1923. 
2 Report of Treasury Dept., N. Y. American, March 20, 1924. 
3 Senator Borah, in Cong. Record. 
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penditures as the first great step out of the morass of bank- 
ruptcy, the heritage of the Great War. 

Those who complain now of the heavy tax burden here 
may well look to Great Britain where levies of a sixty per 
cent surtax, a forty per cent inheritance tax, a sixty per 
cent excess profits tax and an additional five per cent cor- 
poration tax are taken from wealth. A recent compilation by 
Prof. Edwin R. A. Seligman’ shows the tax per capita of 
the United States to be $70.80; France, $94.23; and Great 
Britain, $99.43, for 1923-1924; while the German people 
are suffering a tax burden out of all comparison with the 
people of other countries. 

We realize that ninety per cent of our taxes are used to 
defray the cost of past and future wars and that prior to 1914, 
the American taxpayer contributed seventy per cent to the 
same anti-social and destructive purpose. This waste of the 
products of labor is the greatest criticism we level at the exist- 
ing state of affairs.” 

Other serious drains on our national income concern our 
own industrial affairs. We have been told of the wastage and 
public extravagance resulting from the investment of a large 
quantity of available capital in tax-exempt securities. We 
challenge the statement that this sum is wasted and point to 
an actual squandering of the people’s money for a partisan 
and unsocial purpose. I refer to the expenditure of $2,000,- 
000 of the people’s taxes by Harry M. Daugherty, while At- 
torney General of the United States, to break the strike of 
railroad shopmen in 1922.* United States marshals were 
created by thousands to work with gunmen employed by the 
railroads and an army of strikebreakers to destroy the shop 
crafts, seven of the strongest labor unions affiliated with the 
American Federation of Labor. The railroads squandered 
twenty per cent of their 1923 revenue, $125,000,000, to do 
this “union-busting” job. While government funds were 
poured out to break the strike, a subservient federal judge at 
Mr. Daughtery’s request issued a sweeping federal injunction 
tying up union funds. 

1“ Comparative Tax Burdens in the Twentieth Century,” Political Science 
Quarterly, vol. xxxix, no. 1, March, 1924, p. 106 et seq. 

2 Journal, I. A. of M., Feb., 1924. 

3 Dept. Justice report, N. Y. Times, April 5, 1924. 
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That same year unwarranted government support was given 
the coal operators who refused to confer with the miners’ union 
but demanded a twenty per cent wage reduction when the cost 
of living had gone up. This precipitated a six months’ strug- 
gle which the union won in spite of military assistance given 
the operators by our government when they attempted to run 
the collieries with strikebreakers. Huge stocks of coal, a drug 
on the market, culm banks of dirt and rock, normally of little 
value, were sold to the harassed consumer at great profit. 
The miners lost wages, the non-union operators made profits, 
and the public paid a bill amounting to about one billion 
dollars. 

This is criminal, needless waste. This is money expended 
to crush labor and reduce wages. Had the “open shop” ele- 
ment been successful in this assault on the wage-earners we 
would not now be discussing what to do with a surplus arising 
out of our national wealth but lamenting our national bank- 
rupty and the menace of an aroused and ruthlessly exploited 
working class. Fortunately, we have avoided that, although 
the union-crushing employers did their best to thwart our 
efforts. 

Another waste of national income is the guarantee of a net 
return of five and three-quarters per cent authorized by Con- 
gress upon an inflated valuation of the railroads. Fortunately 
for the people some recovery of this gift to the railroads has 
become possible by the recent Supreme Court decision re- 
affirming as legal the recapture clause of the Transportation 
Act and providing that railroad earnings in excess of six per 
cent be equally divided between railroads and government.’ 

Another loss in internal revenue is traceable to the Volstead 
Act. It is estimated that in 1922 the loss in revenue was ap- 
proximately $170,000,000 after deducting for fines collected. 
The destruction of property was placed at $2,870,000,000, the 
annual wage and disbursements loss $450,000,000. Approx- 
imately $700,000,000 in national revenue was sacrificed in the 


four years of prohibition, enough to pay a large share of the 
bonus.” 


1 The New Republic, Jan. 23, 1924. 
2N. Y. World, Feb., 1923. 
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Secretary Mellon has declared that much wealth has evaded 
the surtax by being invested in tax-exempt securities. If any 
appreciable portion of the Rockefeller fortunes were invested 
in state and municipal bonds, we would not now be debating 
how to finance our much-needed subways, housing develop- 
ment for workers, and our giant power projects. If that is 
the direction in which wealth is taking flight, let it; for such 
investments are for the common good. It has been suggested 
that it is quite impossible for wealth to monopolize these se- 
curities, and that fully three billion dollars of the available 
eleven billon in such bonds are held by small property owners. 
Among the corporations holding such securities are banks, in- 
cluding labor banks representing the cooperative ownership of 
many persons of small means. Rather than desiring to re- 
strict, we welcome the expansion of this form of investment 
and the necessary construction of public schools, hospitals, 
state roads, canals, water and electric power works, docks and 
similar enterprises for the common good.* 

A means of evasion of large fortunes from taxation that Mr. 
Mellon has not seen fit to criticize is the practise of creating 
philanthropic foundations. We heard recently of the re- 
markable generosity of J. Pierpont Morgan in donating the 
famous Morgan library to the public. Mr. Morgan gained by 
the transaction ; for he still controls the library and incidentally 
has withdrawn at least $1,000,000 from the scrutiny of the 
tax collector. It is free from taxation forever. Twenty 
great foundations with total resources of over one billion dol- 
lars have already been thus set aside for various purposes ap- 
pealing to the whim or fancy of the donor.” The largest in- 
stitutions of this kind are well known, the Rockefeller Founda- 
tion ($175,000,000), the General Education Board ($135,- 
000,000); the Carnegie Corporation ($125,000,000), the 
Cleveland Foundation ($100,000,000), the Laura Spelman 
Rockefeller Memorial ($100,000,000), the Rockefeller Insti- 
tute for Medical Research ($80,000,000), to mention just a 
few. 

We advocate the repeal of charters authorizing these in- 


1D—. Friday in The New Republic, Jan. 23, 1924; Amer. City, Jan., 1924, 
pp. 1-3. 
2N. Y. S. F. of L., Educ. Com. Rept., Aug. 28, 1923. 
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stitutions created by great wealth, particularly the Rocke- 
feller and Carnegie Foundations, or public supervision prin- 
cipally to remove a contaminating influence from our school 
systems. We regard the pensioning of educators and the 
twisting of educational ideas by such foundations as danger- 
ous to our republic. The “docility”’ with which people yield 
themselves to the “moulding hand” of these propaganda 
foundries was hinted at by Frederick T. Gates, president of 
the Rockefeller General Education Board, when he stated the 
foundation’s object was “to train these people [industrial and 
agricultural workers] to a perfectly ideal existence—just 
where they are.” * 

Far more usefully invested is wealth now flowing into tax- 
exempt securities. Labor would not dam up this stream. 
If Mr. Mellon desires to tax it we suggest a levy upon such 
securities found in estates of over $200,000 upon the death 
of any individual. It is not desirable to stop this goose from 
laying her golden eggs. 

One of our great natural resources now open to private 
spoliation for lack of public credit is water power. About 
$640,000,000 a year in wasted hydro-electric power, or about 
$2,000,000 for every working day of the year, is being poured 
into the Atlantic from the Great Lakes. At least 4,000,000 
horsepower can be made immediately available, worth $60,- 
000,000. If utilized it would save 50,000,000 tons of coal 
annually, freeing our transportation systems of the drag of 
one million coal cars and ending the smoke nuisance in our 
cities.” 

Electric light and power corporations are selling electric 
current at retail from seven and one-half to fourteen cents a 
kilowatt-hour in New York. The Ontario Hydro-Electric 
Power Commission, a provincial body, is distributing current 
in Canada at two and one-half cents a kilowatt-hour, having 
harnessed this giant power. New York state can well afford 
to raise $100,000,000 by taxation to tap these God-given 
riches and supply heat and power at nominal rates that would 
benefit industry and all of us, in pocket and in health. These 
bonds would also be tax-exempt and bring an additional bur- 


1N. Y. Times, Feb. 18, 1924. 
2 Francis J. Tietsort in N. Y. American. 
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den, but one that would eventually lighten the load for all 
of us. Labor favors this kind of a fiscal policy. 

We concur with the progressive farmer group’ in their 
program for the development of a national system of coopera- 
tive markets and resent as they do a national policy that re- 
sulted in the violent deflation of the value of farm land and 
the prices of farm products so that thousands of farmers have 
been forced into bankruptcy through their inability to market 
their crops at a price which would give them a living profit 
We are with them in their opposition to suddenly lifting the 
tax burden on wealth when the war obligations have not yet 
been materially diminished. We approve of taxation for 
social purposes, a just and scientific tax that will not crush any 
section of our society, but which will effect some division of 
wealth, small but adequate, that will result in the greatest good 
for the greatest number. We object to incorporating in per- 
petuity private fortunes under the guise of “ foundations” 
which, instead of lasting “from shirt sleeves to shirt sleeves’’, 
as Secretary Mellon has well said, are becoming everlasting. 

Labor is pledged to continue our national prosperity by 
maintaining a constantly improving American standard of 
living and by promoting the evolutionary progress of the trade 
unions toward the fullest participation in our economic life. 

We are coming into close contact with finance and industry 
through our labor banks, of which there are now more than 
twenty with total resources exceeding $52,000,000. It was 
the realization that banks are operated largely with wage- 
earners’ money that brought about this step, but the compell- 
ing force was the attack upon labor organizations during the 
period of deflation. We then found that our savings were 
being loaned to railroad and other hostile employers’ organ- 
izations to crush us and we then decided to pool our financial 
resources as well as labor power and close up our defenses. 

The Federation Bank of New York is an important link in 
this development. It has gained resources of $5,000,000 in 
the space of less than one year, a sum available for reinvest- 
ment in industry and useful and socially beneficial undertak- 
ings. Our marked economic recovery, has been made pos- 


1 Senator Brookhart in Proceeprincs, Academy of Political Science, Jan., 
1924, vol. x, no. 4. 
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sible by the abundance of such workers’ savings, the result of 
the retention of a fair wage for large groups of workers. 

As the consequence of this sound financial condition ade- 
quate taxes can and should be levied, for they are most easily 
borne when industry is prosperous and there is full employ- 
ment. We can afford to meet our heavy obligations resulting 
from the war and there should be no evasion at this time for 
those who can best carry this tax burden—the men and in- 


stitutions of great wealth, who are more prosperous now 
than ever. 
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THE INTERESTS OF THE FARMER IN RELATION 
TO TAXATION AND NATIONAL 
INDEBTEDNESS 


H. C. MCKENZIE 


Director of Research in Taxation of American Farm Bureau 
Federation, Walton, New York 


Our tax has risen from $1,382,000,000 in 1903 to 

$8,363,000,000 in 1921. Our debt has risen from 
$5,014,943,000 in 1913 to about $33,000,000,000 in 1923. 
Since 1921 the amount of federal tax has been falling, but 
the amount of state and local taxes has continued to rise. 

As the bulk of the state and local taxes are raised by the 
tax on real property, and as the proportion of tax revenue 
raised by federal consumption taxes has increased from about 
twenty-five per cent under the old law, to about forty per 
cent under the 1921 law, and as the financial condition of 
agriculture generally keeps the farmer’s income below the 
income tax level, it is a safe assumption that while taxes gen- 
erally are falling the farmer’s total tax bill continues to rise. 
His state and local tax bill has gone up from .314 cents per 
acre in 1913-14 to .709 cents per acre in 1921-22." 

The federal government has made a survey of farm taxes 
in twenty-six states, based on the 1920 census; it shows the 
relation of taxes to net rent, before taxes, in part as follows: * 


Dp” and taxation rise faster than wealth and population. 


ProporTION OF NET RENT ABSORBED IN TAXES 


30.9 per cent 
22.4 

37.8 


1U. S. Dept. of Agriculture, Year Book, 1922, p. 1002. 
2 Unpublished data, Dept. of Agriculture. 
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The National Industrial Conference Board shows that 16.6 
per cent of the farmers’ share of the national income is ab- 
sorbed in taxes as against II.9 per cent for all others.* 

These figures show conclusively that not only is the farmer 
paying his share of the national tax bill, but that the present 
system of state and local taxation is calculated to tax farmers 
in undue proportion, and at an ever increasing rate. The 
effect of this upon the farmer is doubly bad, for while his 
taxes have been increasing, both absolutely and relatively to 
the size of his income, his relative purchasing power has been 
decreasing. 

What this means to the farmer is shown by a comparison of 
his pre-war net income and taxes with later figures: 


On farms in Ohio, Indiana, and Wisconsin, the business receipts, less all 
farm business expenses except taxes, in 1913, averaged $1147 per farm. 


Taxes averaged $112 per farm; that is, taxes amounted to 9.8 per cent of 
the net income before taxes. 


In 1921 the income above business receipts dropped to $771 per farm 
while taxes rose to $253, so that taxes required 33 per cent of the income. 
Expressed in another way, it took over twice as many hogs or beef cattle, 
two and one-half times as much corn, or a half more than the pre-war 
amount of butter, to pay taxes.” 


On dairy farms in Chenango County, N. Y., the receipts 
less business expenses, other than taxes, in 1921, amounted to 
$795 per farm. Land taxes were $161, or twenty per cent 
of the income. This left $634 to reimburse the farmer for 
his year’s labor, for the labor of his family and for the use of 
a capital of $12,943. This was available for payment of 
debts and living expenses. Of this amount $116 was spent 
per farm for clothing, $312 for food, and $130 for all other 
living expenses. In Ohio in I912-I5 taxes were nine per 
cent of the net income before taxes; in 1920 they were fifteen 
per cent; in Oregon they were thirty-three per cent in 1921. 
In one group of farms examined in Pharsalia Township, 
Chenango Co., N. Y., taxes averaged 3.4 per cent of the actual 
value. These figures could be multiplied indefinitely. 

There are several other factors that enter into the problem 


1 Tax Burdens and Exemptions, p. 33. 
2G. F. Warren, The Agricultural Depression, p. 199. 
8 [bid., pp. 199-201. 
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and still further aggravate the situation. Thus, while farm 
taxes have gone up one hundred and twenty six per cent’ for 
the United States, payments for interest, debts and labor, 
which must come ut before the farmer’s living, have all in- 
creased, so that net income on farms is rapidly reaching the 
vanishing point. 

Of 7,428 corporations engaged in agriculture, for the cal- 
endar year 1921, 2,684 made a net profit of $34,266,175 and 
4,744 made a net loss of $63,334,248, so that the net result of 
corporations engaged in agriculture for that year was a net 
loss of $29,068,073.” 

It is to be presumed that the management of the agricultural 
enterprises carried on by corporations was at least as efficient 
as that of individual farms; if this is true the business of 
agriculture in the United States is being carried on at a net 
loss and it is only owing to the unpaid labor of farm women 
and children that a great host of farmers have been enabled 
to keep their grip on the land. The total reward for the 
6,448,343 farms, for management and labor, for 1920 was 
only $2,995,000,000, or, on the basis of 1913 purchasing 
power, $219 per farm. For the period 1916-18, 20.3 per cent 
of all farms showed a net loss, without figuring wages for the 
farmer and his family. If wages for the farmer and his 
family had been counted at current rates, it is a safe guess that 
seventy-five per cent of all farmers would have shown a net 
loss. Dr. G. F. Warren, of Cornell University, estimates that 
“the number of farmers who will lose their farms will exceed 
a million ”’.‘ 

The general condition of agriculture, as set forth above, is 
clear; agriculture as a whole is in the most desperate financial 
condition ever seen in the United States; the causes and the 
remedies are the most pressing problems before the people. 
Among the chief causes, beyond any doubt, is taxation, both 
state and national. 

State and local taxes have grown like Jonah’s gourd, and 
of these it is the general property tax that hits the farmer 


1U. S. Dept. of Agriculture, Year Book, 10922, p. 1002. 
2U. S. Internal Revenue, Statistics of Income, p. 58. 
3 Income in the U. S., vol. ii, p. 300. 


+ The Agricultural Depression, p. 195. 
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hardest. In thirty-four states for which data is available for 
1921 the amount raised by the general property tax has gone 
up from $924,000,000 in 1912 to $2,256,000,000 in 1921, and 
is still rising. School and road taxes make up the bulk of the 
local budget. There are districts in New York where the 
school-tax rate alone, on the equalized value of the property, 
is $30 per thousand’ and it has reached the point where no 
one can afford to live on the farms and pay the taxes. The 
general property tax is such only in name and under it more 
property escapes than is taxed; exemptions of real estate 
amount to twenty per cent and more;* most tangible per- 
sonal property escapes, by exemption or otherwise; and no 
state relying on this tax has more than ten per cent of its in- 
tangibles on the tax roll. The result is that, in the main, the 
tax burden has to be borne by less than half the property of 
the state. In New York thirty per cent of all the income 
from real property is absorbed in taxes.* 

Not only have state and local taxes grown by leaps and 
bounds but a larger proportion of federal tax revenue is 
being derived from the tariff and other consumption taxes 
under the 1921 tax law than under the old law. 

The effects of rising taxes and shrinking incomes are many 
and far-reaching. As has already been brought out, prob- 
ably a million farms will change owners and in most cases the 
farmer has lost his life’s savings. Many other farmers are 
so cumbered with debt that, with high taxes, interest and 
labor charges, the farmer and his family are doomed to a 
scale of living far below what it should be. Many marginal 
farms will be abandoned and will go back to other uses; in 
New York much of the land will be reforested ; in the semi-arid 
region hosts of farmers will give up the struggle and the land 
will go back to range cattle and sheep; in the higher altitudes 
where cattle have to be fed in winter for long periods, the 
cattle will go out and the land will be left to wild game or 
summer pasturage. With high wages in the cities and pov- 
erty and debt on the farms there will be a constant migration 
from farm to city with the accompanying phenomena of idle 


1 Rural School Survey of New York State, p. 222. 

2 Report of New York State Tax Commission, 1922. 

3 Unpublished data, U. S. Dept. of Agriculture. 
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habitable houses in the country and an ever-growing demand 
for construction in the city. 

The most deplorable effects, however, will be on the char- 
acter of the country population; unless rural conditions 
change, the character of the country population is bound to 
deteriorate. Those three bulwarks of civilization, the country 
church, the country school and the country home, will suffer. 
We can get along with fewer people in the country but we can- 
not afford to lower the quality. 

It is pertinent to inquire what recent legislation has done, 
if anything, to remedy the situation and what may be looked 
for in the future, in so far as the tax aspect of the problem is 
concerned. Probably the most notable example of what has 
been done, in state taxation recently, was the lowering of the 
New York state income tax twenty-five per cent, while rais- 
ing the general tax levy on tangible property from $1.2915 to 
$2.00 for this year. No more indefensible action has ever 
been taken. It has been shown that real property, in New 
York, is taxed out of all proportion to other forms of wealth, 
and yet real estate gets an increased tax this year of $12,000,- 
000, which will fall chiefly on the rentpayer in the city and 
the farmer in the country, while the officers of the big insur- 
ance companies who get from $25,000 to $100,000 in salary, 
the lawyers who get fat fees for showing their clients how to 
avoid the income taxes, and Tex Rickard who made more 
money last year running prize fights than any farmer will 
ever see, will have their state income taxes cut twenty-five per 
cent. The only logical reason for this action is a political 
one; it will make raising money for the Democratic campaign 
fund a sinecure. 

Furthermore, the state voted a bond issue of $95,000,000 
for hospitals and a bonus, and $40,000,000 for public build- 
ings; every dollar of the money to pay the interest and amor- 
tize the bonds will be raised by the direct property tax on 
tangible property, unless our tax system is changed. 

As the law stands now there is only one elastic element in 
our New York tax system and that is the direct state tax on 
tangible property. As expenses are increasing faster than 
revenue this means an ever-mounting tax rate on this form 
of property. The law should be so changed that other forms 
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of property would have to help take up the slack. When 
more money has to be raised the rate of the personal income 
tax and the rate on corporations should be raised as well as 
the direct property tax. This would not only distribute the 
tax burden more equitably but would work mightily for econ- 
omy at Albany; as the law now stands, men of large incomes 
and “ Big Business” are not vitally concerned with how much 
money is spent at Albany; their tax rate is not raised; but 
when they see increased income and corporation taxes loom- 
ing ahead, they will go up to Albany and register such a pro- 
test as will be heeded. 

In 1923 only fourteen states had income taxes, a few more 
have classified property taxes; but the great majority of the 
states still rely upon the general property tax to carry the bulk 
of the state and local tax burden. What is needed in all the 
states is less money raised by the general property tax and 
more by other forms of taxation, chiefly income and corpora- 
tion taxes, to the end that all forms of property may pay 
their just share of state and local taxes. 

While it is the state and local taxes that are the farmer’s 
chief concern, he has a vital interest in federal taxation also. 
He has formulated four principles which should be followed: 


1. Net income is the measure of ability to pay taxes for the 
support of the federal government. 

2. The rate should be progressive, that is, the larger the in- 
come the higher the rate. 

3. Every person should have some part in supporting the 
federal government and therefore a certain proportion of the 
taxes may justly be raised by means of the tariff and other 
consumption taxes. (Our belief is that not over twenty-five 
per cent of the tax revenue should be raised in this way.) 

4. While recognizing that the first consideration in any 
tax measure is the raising of revenue, its collateral effects must 
not be lost sight of, and, in so far as is practicable, the taxes 
should be so levied as to tend to the distribution of wealth 


among the many and not to its concentration in the hands of 
the few. 


We object to the Mellon plan of tax reduction, as set forth 
in Secretary Mellon’s letters of November 10 and December 
17, 1923, to Chairman Green of the House Ways and Means 
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Committee, for the following reasons: First, it excludes the 
farmers from the benefit of the twenty-five per cent reduction 
in earned income. Second, it makes the reductions mainly 
in the income taxes, and leaves the farmers and the 90,000,000 
people whose income is below the income-tax level, without 
substantial benefit. Third, it still further shifts the tax 
burden from income to consumption taxes or from ability to 
pay to necessity to consume. 

Any changes in the present law should be made chiefly 
along the following lines: first, stopping the leaks in the 
present law; second, improving the administration; third, 
making tax reductions where they will do the greatest good 
to the greatest number. 

Cutting the surtaxes from fifty to twenty-five per cent is 
unwarranted: no reduction should be made in the surtaxes 
until the holes in the present law have been plugged. So long 
as men with incomes of $300,000 and up can avoid paying 
taxes on nine-tenths of their income there is no reason for 
reducing the tax on the other tenth. 

The plea that a fifty per cent surtax cannot be collected is 
without any evidence; it has never been tried. Enough loop- 
holes were left in the 1921 law so that the payment of the 
higher surtaxes is largely optional. Among these loopholes 
are tax-free securities, gifts, corporation-depletion, amortiza- 
tion, reorganization and stock dividends. 

No sincere effort has been made by Congress to compel pay- 
ment of the higher surtaxes; the Chairman of the Ways and 
Means Committee, Judge Green, has said recently: ‘‘ These 
holes exist because in the past there has been little effort to 
close them”’, and, “‘ The reason why little has been done since 
1921 to close the gaps in the Act cannot be fully made to ap- 
pear without personal references which I do not wish to make.”’ 
When it becomes impossible to buy income-tax exemption and 
tariff favors by campaign contributions and otherwise, the 
holes in the income tax law will be closed. 

What is needed is not more capital to expand business, so 
much as a constantly enlarging consuming power; this will 
not be secured by lowering the income taxes of a few wealthy 
men, but by cutting the consumption taxes. The first con- 
sideration should be given to the tariff. When the last tariff 
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bill was under discussion it was the consensus of opinion that 
not over $350,000,000 should be raised by that means. We 
are raising $570,000,000. If we can dispense with revenue, 
this is where a large slice should be cut off. If the income 
taxes are reduced as proposed, lack of revenue will make it 
impossible afterward to cut this $200,000,000 out of the tariff. 
It would seem also that the stamp taxes, the taxes on auto- 
mobile trucks and parts, on clocks and watches, might well be 
considered. 

The changes in the tax law are being made on a political 
basis. If surtaxes can be cut fifty per cent and assurance 
be given that no material reductions will be made in the tariff 
during the next two or three years, getting money for the 
Republican campaign will be like taking money out of the 
baby’s bank. Borah is right; this thing should be stopped. 
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TAXATION AND PUBLIC OPINION IN ENGLAND 


S. K. RATCLIFFE 
Lecturer and Publicist, London, England 


wet las man I call educated,” said an eminent person 
in England some years ago, ‘‘ who pays his taxes 
gladly.” Here, it will be admitted, is a rather 
exacting test of education, and in these days of an almost 
intolerable burden, I am afraid not many of us would measure 
up to it. But the saying, as you will guess, belongs to the 
happier years before the war: years in which we all, as now, 
paid grudgingly, having no prevision of what was in store 
for us as citizens of countries enjoying the benefits of civilized 
government. The expansion of direct taxation, in England 
especially, has been during the past generation almost beyond 
realization. I, for instance, can remember the eighteen- 
eighties, when Gladstone, the great Liberal prime minister 
and financier, was attacked because he was not bringing the 
income tax below the figure which at that time stood for a 
dangerous level of government piracy—namely, sixpence in 
the pound sterling; two and one-half per cent. The bare 
mention of so ridiculous a figure is sufficient to illustrate the 
difference in this essential matter between the last epoch and 
our own. 

There is, I conceive, one specific thing to be said about the 
attitude of the general public in Britain towards the burden 
of taxes. It is an attitude of extraordinary resignation, more 
especially as regards the middle classes. The British people 
are to-day carrying a far larger portion of the burden of the 
war than any of the Allied peoples: indeed, a larger portion 
than any European people, with the exception of the Germans. 
The government has been driven hard in the direction of de- 
partmental economy, not seldom, it is agreed, with something 
less than wisdom. But in present circumstances, nothing can 
greatly effect the immense burden of unemployment and tax- 
ation. We have the right to claim credit for the British gov- 
ernment, in that it is the only government in Europe that has 
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steadily addressed itself, since the war, to the problems of 
revenue and expenditure; it has followed a policy which 
the world recognizes to be sound, and many American authori- 
ties have not hesitated to characterize as heroic. This applies 
particularly to the British policy in respect of war debts: as 
to which the only thing some of us would wish to say at the 
present moment is that there would seem to be both wisdom 
and prudence in the line of action indicated by President 
Coolidge in his message to Congress of last December—to 
the effect that the United States, believing in the obligation 
to honor international liabilities, could not consent to treat 
the British debt as different in character from the debts of 
other nations. 

As one compares the varying methods and customs of Eng- 
land and America in regard to taxation, one may, I think, 
say that while we have the advantage in some things, you 
have it in others. For example; I am rather inclined to hold 
that there is virtue in the strictness with which the American 
government insists upon a return of the forms by a certain day 
and hour and a payment by another fixed and comparatively 
early date. In this matter the English method is curiously 
slack. The collector of income tax asks for a return within 
a roughly specified period, and he follows this up with one 
or more demands of a more peremptory nature. But in point 
of fact he does not worry much about a time-limit, either for 
filing the form or for getting payment. He is in general 
marvellously lenient, and I am not sure that this leniency as 
regards time is altogether for the benefit of the citizen. It 
certainly is not for the benefit of the inland revenue department. 
Obviously the vast business of collection is greatly simplified 
and made more economical in operation when the delay is re- 
duced to a minimum; and it would seem to be no less plain that 
the citizen is better off, and is educated into a more reason- 
able attitude towards the government and its demands, when 
the payment of taxes is placed as regards regularity upon the 
same basis as the payment of salary or house-rent. 

Other matters in which England and America offer con- 
trasts are of greater immediate importance than the question 
of a fixed, rigid or flexible time rule. For example, I hear it 
said by American business men that the British Exchequer 
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managed the excess-profits tax, and manages the supertax, 
more scientifically than such taxes have hitherto been man- 
aged in the United States. It is probable that the British 
government has been more liberal than the American in such 
matters as allowance for losses, and especially of cash re- 
turns of taxes paid. But on the other hand, in England we 
have had no such tremendous problem as has been created by 
the American system of tax-exempt securities. That priv- 
ileged type of security, indeed, we were enabled almost en- 
tirely to escape under our system of war loans. 

The Labor government is in the fortunate position of hav- 
ing a surplus this spring. That is somewhat of a surprise to 
most of us, but it turns out that the estimates of income were 
made last year by the Baldwin government upon a very 
cautious basis, with the result that the remarkable man, Philip 
Snowden, who occupies the post of Chancellor of the Exche- 
quer in the new government, has about two hundred and fifty 
million dollars to apply to the relief of taxation. 

We know what Mr. Philip Snowden’s’ inclination will be. 
It will be not to reduce the burdens on industry, not to re- 
duce the income tax, but rather to do what he can to remit the 
taxation on tea and sugar and other articles of common con- 
sumption so as to approach what was in the old days, and is 
still to a large extent, the ideal of an English Chancellor of 
the Exchequer—a free breakfast table. Those, however, who 
belong to that great section of the nation which carries the 
burden of direct taxation, would naturally rather see him ad- 
dressing himself to the reduction of the income tax. In that 
regard we are better off now than we were at the close of the 
war. We have dropped from an impost of about thirty per 
cent upon an ordinary income to about twenty per cent. That, 
I think, is a fair statement of the existing situation, and the 
claim of the business community, quite naturally, is that un- 
less much greater reductions are made in the income tax and 
the taxes on industry, it will not be possible for British busi- 
ness to return to any semblance of prosperity. 

One of the topics most widely discussed among the business 
community in England and outside is the capital levy. The 
Labor government has fought two elections with the capital 


levy prominent in its program. As the government is a mi- 
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nority government and therefore cannot possibly go in for any 
adventures, especially in economics and taxation, Philip 
Snowden will not attempt to introduce the capital levy in the 
budget upon which he is now engaged. No minority govern- 
ment could do that. Ramsay MacDonald has stated that it 
would be necessary to have an elaborate national survey be- 
fore the first steps could be taken in that direction. But as I 
look forward to the taxation of the future, there seems to me 
nothing so important as the question of what the British people 
will decide to do with their colossal burden of post-war in- 
debtedness. It represents, I believe, something more than 
$35,000,000,000, and quite manifestly we cannot continue to 
carry that burden. It is crushing our industry; it is taking 
the life out of the tax-paying public; it is something that we 
cannot pass on to posterity in the terms in which it is now 
stated. However we look at it, therefore, and whatever gov- 
ernment is in power, we shall be compelled within the next 
few years to address ourselves to a scientific solution of this 
tremendous problem. This and other matters make me per- 
fectly certain of one thing, that in the region of taxation as 
also in government and in what we may call social economics, 
Great Britain will probably be within the next few years the 
most active and the most interesting social laboratory among 
all the countries of the world. 
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CAPITAL GAINS AND HOW THEY SHOULD 
BE TAXED 


ROBERT MURRAY HAIG 


Professor, School of Business, Columbia University 


i N his letter of last November, Secretary Mellon said: 


It is believed that it would be sounder taxation policy generally not to 
recognize either capital gain or capital loss for purposes of income tax. This 
is the policy adopted in practically all other countries having income tax laws, 
but it has not been the policy in the United States. In all probability more 
income has been lost to the government by permitting the deduction of capital 
losses than has been realized by including capital gain as income. 


There is no elaboration of this position. No definite re- 
commendation is made that action be taken at this time en- 
tirely eliminating capital gains and losses from the definition 
of income. But the question is very clearly raised and the 
force of the Treasury’s influence is thrown completely in sup- 
port of the position that sound policy dictates such action. 

The Mellon letter marks a reversal in the Treasury’s atti- 
tude on this important point. How radical is the change 
may be clearly shown by the following quotation from a letter 
of instructions sent by an official high in the federal Treasury 
to the writer when he was in England in I919 gathering in- 
formation regarding the British law: 


Everyone here is disposed to regard taxation of gains derived from the sale 
of capital assets as a necessary part of a successful income tax, particularly 
in a country like the United States in which the large fortunes have been 
built up for the most part by trading in capital values. On this account I 
hope that you will pay particular attention to the peculiar treatment of 
capital gains under the British law. Are they satisfied with this principle; 
to what extent has it been modified from time to time; and is there any move- 
ment to change the attitude toward this question? 


Four years later the Treasury suggests that we adopt this 
“peculiar treatment” as our own. 

Secretary Mellon was apparently inspired to adopt this 
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position by the report of the Tax Simplification Board. This 
board was particularly impressed by administrative difficulties 
involved in taking into account capital gains and losses and 
wrote as follows: “These questions of valuation, requiring 
the exercise of discretion, in which honest differences of 
opinion are bound to arise, are not only difficult of solution 
but are largely responsible for the present arrears in the work 
of the income tax unit.’’* 

The proposal was quickly seized upon by the real estate 
interests. The National Association of Real Estate Boards, 
through its Sub-committee on Federal Taxation, has recently 
submitted a brief to the Finance Committee of the Senate urg- 
ing the entire elimination of the tax on capital gains but sug- 
gesting, if this be not done, that only the gains accruing dur- 
ing the four years preceding the dates of sale be taken into 
account. The chief argument advanced by the real estate 
committee is that the tax on capital gains has interfered with 
the consummation of sales which would otherwise have been 


made. The brief reads: 


Taxation of gains from the sale of capital assets, particularly real property, 
interferes with the eminently desirable fluidity of real estate as a commercial 
commodity. The hesitancy of the owner to sell his real property holdings 
when he faces a material profit, with the resulting tax, unquestionably has 
handicapped the natural and easy development of the growing communities, 
particularly urban, of this country. In addition, instead of direct sales, long- 
term leasing has been resorted to and many attempts have been made to 
execute leases which are in effect sales on the installment plan. We believe 
that at present many sales of real property are not consummated because of 
the uncertainty of the owner as to the resulting income tax which he will 
have to pay.” 


The movement has received considerable aid and comfort 
from a group of economists which adopt for purposes of their 
theoretical explanation of economic phenomena a concept of 
income which throws capital gains and losses outside the pale.* 


1 Report transmitted under date of December 3, 1923. 

2 Quoted in the New York Evening Post, March 22, 1924. 

3 E. g. Irving Fisher, “Are Savings Income,” American Economic Asso- 
ciation Quarterly, April, 1908, p. 21 et seq.; Fred R. Fairchild, “ Federal 
Taxation of Income and Profits,” American Economic Review, March, 1921 
(Supplement), p. 148 et seq.; and Carl C. Plehn, “Income as Recurrent, 
Consumable Receipts,” ibid., March, 1924, p. 1 et seq. 
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Finally, Professor Seligman, in a recent article,’ lends the 
great weight of his opinion in favor of a proposal, not to ignore 
capital gains and losses, but to place them in a separate cate- 
gory and subject them to a special tax. While not agreeing 
with those economists who deny that capital gains are in- 
come, he finds objections to the present practice which he con- 
siders so serious as to justify a change. The chief objection 
is that it jeopardizes the public revenue, because the taxpayer 
can choose the time when he shall close his transaction and 
submit to taxation on his gain or take deduction for his loss. 
Consequently he rigs his sales so as to reduce his taxable in- 
come in years of high tax rates and increase it in years of low 
rates.” 


After ten years, then, the taxation of capital gains and 
losses is under heavy fire all along the line. It is claimed that 


1 Edwin R. A. Seligman, “Tax Reduction and Tax Exemption,” The 
North American Review, April, 1924, p. 433 et seq. 


2 Professor Seligman also mentions as a second objection the “ hardship 
to the individual.” He points out that if an individual has to pay inceme 
tax on unrealized appreciations, he may be compelled to sell his property to 
pay his tax. This objection, of course, does not lie against the present 
practice which does not tax unrealized appreciations but merely against the 
theoretical concept of income which calls for a tax accounting when the 
gain becomes sufficiently definite to become susceptible of valuation. He 
says further: “If he decides to borrow the money with which to pay the 
tax, he may find that in the following year the increment of value is wiped 
out by a reversion of the value to its original figure; and as this will not 
constitute a loss, as compared with the original purchase price, he receives 
no remission of taxation. He loses at one end, and does not gain at the 
other.” The answer to this is that a value once established and 
recognized for tax purposes should be the point from which future gains 
and losses are measurable. The loss in the second year would be 
recognized as a deduction irrespective of the original purchase price, for the 
value established at the end of the first year, not the original cost, would 
be the base. Under the present law such a loss can be offset against all 
types of income and can even be carried on to offset income in future years 
if the income of the current year is insufficient to absorb it. The hard- 
ship to the individual, therefore, disappears. Moreover, to place capital 
gains and losses in a separate catagory, as Professor Seligman sug- 
gests, would create exactly such a hardship as he urges as a defect of the 
broad concept, for a capital loss realized when there was no capital gain to 
offset it, could not be deducted from income from other sources. This hard- 
ship could be reduced, but not eliminated by the use of a system of averages. 
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capital gains are not income at all and that it was a funda- 
mental mistake in principle ever to attempt to tax them as 
such; that the attempt has jeopardized the revenue from the 
income tax if it has not actually diminished it; that it has-com- 
plicated the administration so greatly that it is largely respon- 
sible for the failure of the Treasury to keep abreast of its 
work; that it discourages transfers of property and distorts 
the form of business transactions; and that it is contrary to 
precedents abroad. 

Truly this is a formidable indictment. Where there is so 
much smoke, there must be fire. But let it be conceded that 
the administration of the capital gains tax involves serious 
difficulties and that the present form of the tax stands in need 
of extensive modification. The true conclusion may still be 
that the tax is fundamentally correct and is worth the cost of 
reform. Is the present concept correct in principle? Would 
its abandonment involve us in more serious problems than those 
from which we attempt to escape? If its abandonment would 
increase the revenues, what would be the cost in terms of 
equity? Are the administrative difficulties so great as to 
make the game not worth the candle? Are its alleged effects 
in discouraging alienation of property and distorting the 
form of business transactions due to defects in principle or 
merely to removable defects in the present practice? Would 
its abandonment cause other equally serious discouragements 
and distortions? What is the experience of these foreign 
countries which are said to ignore capital gains and losses? 
Do they find that this policy solves the problem? 

These ‘are questions which need to be carefully studied. 
The issue is one of great moment. Backward steps in this 
field are difficult to retrace and mistakes inevitably involve 
a toll of hardship. Action should be taken only after ex- 
haustive analysis and careful deliberation. It is important to 
ascertain whether a taxpayer’s complaint is justly founded or 
is merely an effort to secure a special advantage; whether an 
administrator’s complaint is due to some fundamental fault in 
the tax or merely to weariness and ennui; and whether a cita- 
tion to foreign experience is valuable as evidence or merely 
an empty gesture. 

A full analysis of this problem cannot be attempted in a 

[134] 


| 


No.1] CAPITAL GAINS AND HOW THEY SHOULD BE TAXED 135 


paper of this sort. All that can be done is to examine briefly 
the claims and to raise some questions. First of all, consider 
the problem of fundamental definition. This can be formu- 
lated as follows: In what essential respects do capital gains 
and capital losses differ from other items considered in arriv- 
ing at net income that they should be “ignored”? 

The answer to this question involves, of course, a definition 
of income. Economists are agreed that at rock-bottom in- 
come is intangible, consisting of satisfactions arising from the 
use of things and services. Fundamentally, the pleasure one 
receives, for example, from eating apples, is income. To be 
measured and compared, however, this ‘succession of pleas- 
urable sensations”’* must be translated into the things giving 
rise to them (the apples, etc.) and further translated into 
money value (of the apples, etc.). Finally, in counting up 
income one must decide whether he shall account for the 
money when he receives it or when he spends it. There is 
fairly general agreement that for tax purposes income should 
be accounted for as received. Now, in this accounting one 
should enter all of his gains and deduct all of his losses, if the 
result is to be truly a wet income. Moreover, to present a true 
picture of a man’s economic position at any date and a true 
statement of his real gain or loss between two dates, account- 
ants have long recognized that it is theoretically necessary to 
examine and appraise everything a man has at the beginning 
and end of the accounting period. If certain properties have 
declined in value, it is considered dishonest to certify a balance 
sheet which does not reflect that depreciation. Under a prac- 
tical rule of caution, not at all as a matter of principle, the 
value of an appreciated asset is ordinarily not written up but 
is allowed to stand at cost until realization actually takes place. 
To the extent that this is done, the accounts are not strictly ac- 
curate. There is a hidden reserve which accountants frankly 
recognize as such. Wealth, under this conception, is the 
money value of all one’s possessions at some point of time. 
Income is the money value of the net accretion to one’s econ- 
omic power between two points of time.’ 


1 Seligman, Principles of Economics, 1914, p. 16. 


2 This analysis is set forth in much more elaborate form in the Columbia 
University Lectures on The Federal Income Taz, p. 1 et seq. 
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It will be noted that these definitions are broad enough to 
permit the addition or deduction of all items affecting one’s 
economic position. If I have no receipts during the year 
but if during that year a vacant lot I own increased $1000 in 
value, that item would appear, or if it decreased $1000 that 
item also would be given due weight. Any occurence to my 
fortunes in the way of appreciation or depreciation, anything 
increasing or decreasing my power to satisfy my wants would 
be reflected in the accounts as soon as they became definite 
enough to be susceptible of valuation and realization. This 
is the fundamental conception now embodied in the federal 
law, modified of course in certain particulars, as for example, 
that appreciations are not to be accounted for ordinarily until 
actually realized, the total gain upon realization being taxed 
in the year when sold. 

The issue may be made clearer by specific illustrations. 
Suppose one owns a horse which can be used in one’s business 
or rented to someone else so as to produce $100 per year for 
six years, over and above current expenses for food and care. 
Its value at the beginning of the period will be the present 
value of this succession of six future annual receipts or $508 
(assuming interest at five per cent). At the end of the first 
year the horse with now but five years effective service in 
prospect is worth only $433.40. There has been a capital 
loss of $74.60. Shall the tax be imposed on $100 realized 
from current operation or shall this $100 be reduced by the 
amount of the capital loss? Accountants have been telling 
the business man for years that for him to imagine that he 
has realized $100 net income under these circumstances is to 
deceive himself. His real net gain has been but $25.40. 

Next assume that one owns a tract of forest land which can 
be cropped so as to produce $1000 per year for the next 14 
years and then $3000 per year indefinitely. Its value at the 
beginning will be $40,000. During the first year $1000 above 
current expenses will be realized from operation and in addi- 
tion the value of the tract will have increased from $40,000 to 
$41,000. The owner can sell if he wishes or he can use the 
enhanced value to improve his credit at the bank. Shall his 
tax be computed on the basis of his $1000 realized from opera- 
tion alone or shall his $1000 of profit be added therto?* 

1 Examples based on figures given in Irving Fisher’s Elementary Prin- 
ciples of Economics, 1911, p. 119. 
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To the writer it seems almost grotesque to ignore capital 
gains and losses unless there are overwhelming practical dif- 
ficulties which prevent their recognition. What a travesty 
on justice would be a law taxing me ten per cent of $1000 
bond interest I collect and taxing me nothing on $1000 profit 
I make by selling bonds which have appreciated in price! 
Or what can one say of the equity of taxing me on $1000 of 
bond interest when I have suffered a loss of $1000 in capital 
value of the bond? Of what value is a concept of this sort as 
a measure of relative ability of individuals to pay taxes? 
What is there about the $1000 gain which distinguishes it 
from the $1000 bond interest that it should be ignored in de- 
fining income? In principle at least, there seems to be no 
good ground for the proposed change. It would generate 
endless new inequalities instead of removing old ones. It 
would generate new distortions in the form of business tran- 
sactions more serious than those which it seeks to remove. It 
would require little ingenuity, for example, to issue bonds at 
a large discount and at a low interest rate and to throw rentals 
into the form of capital gains. 

In the next place consider the effect of the proposal upon 
the public revenue. Ignoring for the moment questions of 
the mechanism for bringing capital gains and losses to ac- 
count, will the inclusion of both in the calculation of net tax- 
able income increase or decrease the revenue? A fortnight 
ago the Department of Commerce announced its preliminary 
estimate of the wealth of the country in 1922 as approximately 
321 billions. This compares with an estimate of 186 billions 
in I912, a substantial increase, even when one takes into ac- 
count the change in the purchasing power of the dollar. 
Certainly if methods can be devised of bringing capital gains 
and losses fully to account there need be little fear in this 
country, at least, of unfavorable effects upon the public re- 
venue. Even if aggregate wealth were declining rather than 
increasing it might still be wise from the point of view of 
equity to take them into account. 

The present mechanism is admittedly faulty in that it per- 
mits a man so to rig his sales as to realize capital losses in 
years of high rates and to postpone the realization of capital 
gains more or less indefinitely in the hope of lower rates. 
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There are several methods of curing this situation. First of 
all the stabilization of the definition of income and of income 
tax rates themselves would go far toward solving the problem. 
So long as I can expect to cut my tax in half by postponing 
a sale until next year, I shall be tempted to do so. Inciden- 
tally if there is a chance that capital gains will be entirely 
exempted I shall be very much inclined to await the result. 
Further, it would seem that the incentive to postpone realiza- 
tion had been largely removed already by the indefensible 
provision in the 1921 law limiting the tax on capital gains 
to twelve and one-half per cent. 

Of course, if there were perfect accounting with full ap- 
praisals at the end of each year the difficulty would evaporate, 
but perfect accounting lies far in the future. A possible ar- 
rangement would be one which would allocate gains and losses, 
when actually realized, throughout the period during which 
they accrued. Another possibility would be the adoption of 
a system of averages under which the tax base for a given 
year would be the average of the incomes of a period of years. 

The writer is inclined to believe, however, that such expedi- 
ents would probably be found unnecessary if rates could be 
stabilized within narrow limits and a definite agreement 
reached regarding the definition of income. Under these cir- 
cumstances taxpayers who have postponed closing their trans- 
actions in the hope of comparatively low rates or entire ex- 
emptions would find no reason for continuing such a policy. 

One is led to wonder whether many of the business men 
who support the proposal to ignore capital gains and losses 
realize all of the implications of this position. It is true that 
the inclusion of these factors involves problems of valuation 
and therefore complicates the administration. However, the 
adoption of the date of March 1, 1913, as the point from which 
to measure, without providing for a general valuation at that 
date, is the source of much difficulty, but this is a difficulty 
which will grow steadily less as more and more of the tran- 
sactions to be audited are measured from cost at a date sub- 
sequent to March I, 1913. Moreover, to gain administrative 
simplicity it is necessary to make a clean sweep of these capital 
factors. How many taxpayers are willing to forego deduc- 
tions for depreciation and depletion, for example? Yet these 
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are capital deductions involving the same appraisals as the 
calculation of capital gains. Administrative simplicity would 
cost far more than taxpayers in all probability are willing to 
pay. 

The mere fact that the American concept of income differs 
from that usually used in income taxes abroad is, of course, 
no reason to condemn it out of hand. It is possible that our 
own is the better way in this case. The English income tax, 
with its unbroken history running back to 1842, has inspired 
most of the modern income taxes. It has been closely copied 
by Germany, France and Italy as well as by the various British 
colonies and dominions. It is primarily because the British 
definition disregards capital gains and disregards, to an ex- 
tent, capital losses that it is possible for Secretary Mellon to 
make the statement that “this is a policy adopted in practi- 
cally all other countries having income tax laws.”’ 

The British law of 1842, under Schedule D, imposed a tax 
‘upon the annual profits or gains arising or accruing”. “In 
general terms, income,” under the British law, “is the surplus 
of receipts over the current expenditure necessary to earn those 
receipts, regardless of the appropriation of any part of the re- 
ceipts or surplus for the purpose of writing off or amortizing 
the capital value of any assets that waste in the process of pro- 
ducing the mcome.”* But under this eighty-two-year-old law 
taxable income has been a growing and developing concept and 
many of the changes made have been very distinct steps to- 
ward the broad concept embodied in the American law. Until 
1878 the British allowed no deduction for depreciation. 
Then, because of the obvious injustice of allowing as a de- 
duction the cost of replacing tools of short life while they 
denied any deduction for the cost of tools with long life, they 
modified their concept to the extent of permitting deductions 
for plant and machinery and for certain buildings containing 
plant and machinery. This was the only capital deduction 
permitted under the income tax even as late as 1920. 

During the war, however, in addition to the income tax the 
British had their excess profits duty which applied to gains 
and profits which were to be determined in the same manner 


‘ 


1 Report of the Royal Commission on the Income Tax, 1920, Cmd. 615, p. 41. 
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as for income-tax purposes subject to certain modifications. 
When one examines these modifications in detail he finds that 
the British were forced a long way toward our broad concept 
of income by the very logic and necessity of the situation. 
The pressure of high rates revealed clearly the arbitrary char- 
acter of their old classification. Instances could be cited in 
great number.* Depletion for example was allowed by vary- 
ing the allowance on capital under decisions by the Board of 
Referees. So also were obsolescence and exceptional depre- 
ciation. The evasion of the tax through the sale of capital 
assets at enhanced prices was frankly recognized as one of the 
weaknesses of the tax. Mr. McKenna at one point even 
asked for an amendment to the law permitting the taxation of 
capital gains.” The more flagrant cases of evasion of this 
type were met by special action. 

Those who believe that the English are entirely comfortable 
with their present concept will find the Report of the Royal 
Commission on the Income Tax, published in 1920, an in- 
teresting document. For example, the report reads at one 
point:* “If we were to accept all the suggestions that have 
been made to us for allowances in respect to wasting assets 
we should have to modify seriously the fundamental meaning 
of the word ‘income’ as that word is used for Income Tax 
purposes.” Again:* “On a theoretically perfect basis of as- 
sessment it is possible that regard should be had not only to 
the wastage of a material asset whence the income emerges, 
but also to changes in value during its use.” The Commission 
does, as a matter of fact, make numerous suggestions of the 
nature of concessions to the broad concept of income used in 
our federal law. It would not be surprising, if we accept the 
British definition of income as our own, to find that our model 
has forsaken us and adopted the concept we have abandoned. 

The suggestion that capital gains and losses be segregated 


1 These are set forth in detail in the writer’s monograph on “ The Taxation 
of Excess Profits in Great Britain,’ American Economic Review, December, 
1920 (supplement). 

2 April 4, 1916, Debates, 81: 1052. 

3 Op. cit., p. 41. 

4 Ibid., p. 42. 
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and a separate tax be imposed on net capital gains may prove 
to have its advantages as a compromise measure, if, unfor- 
tunately, a compromise proves to be necessary. However, the 
measure will be bad to the extent that it prevents capital losses 
from being offset against income from other sources. The 
measure will be good precisely to the degree of perfection with 
which it is articulated with the general income tax. If justice 
is to be served, the net capital gains of an individual should 
be taxed under such a special increment tax at the rate which 
would apply in case the increment were treated as a part of 
his income in general, and how this can be accomplished under 
a separate tax is not clear. Certainly it should not be taxed 
at a lower rate especially when we are establishing a differen- 
tiation in favor of earned income. Incidentally the fact that 
Italy, Czechoslovakia and Germany have recently adopted 
such capital-increment taxes may be interpreted as interesting 
evidence of the fundamental soundness of our own concept of 
income rather than as an indication that we should go and do 
likewise. 

The twelve and one-half per cent limitation in the tax on 
capital gains introduced in the 1921 law is a hasty and illog- 
ical bit of patchwork. Secretary Mellon’s specific recom- 
mendation is that a similar limitation be placed on capital 
losses. This is a fair enough suggestion if the capital gain 
limitation is to remain. But this would seem to be a pro- 
pitious time to do away with the limitation entirely when the 
general schedule of rates is being reduced and differentia- 
tion is being established in favor of earned income. 

In closing it is now desirable to summarize the conclusions 
reached in the foregoing discussion. There appears to be no 
good reason in theory why capital gains or capital losses should 
be ignored. To do so would cause serious inequalities, would 
deprive some taxpayers of proper deductions and relieve 
others of burdens which should fairly be borne by them. From 
the point of view of principle it would be a backward step. 
It is admitted that the inclusion of capital gains and losses com- 
plicates the administration. However, it does not appear 
that the administrative problem is incapable of solution. The 
worst is already over. Valuations of March 1, 1913, will be 
of steadily declining importance. Rates will certainly fluc- 
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tuate within relatively narrow limits in the future. It is 
scarcely probable that the years which lie ahead will witness 
the wild fluctuations in the value of the dollar which have 
featured the last decade. Accounting technique has made re- 
markable strides during the past twenty years and every ad- 
vance will make a law which takes capital gains and losses 
into account easier to administer. 

It is suggested specifically that the present twelve and one- 
half per cent limitation on capital gains be abolished; that the 
tax rates be stabilized at as low a level as is practicable; that 
a determined effort be made to improve the administration of 
the law and that, if these steps are insufficient to meet the 
situation, a plan of taxation on the basis of an average of 
past income or of allocated gains and losses over the period 
of accrual be devised. Above all it is important that no 
hasty action be taken, based upon an incomplete or inadequate 
analysis of the situation. 
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whole subject assigned to me in any detail. I have there- 

fore thought it might be useful to try to answer a ques- 
tion recently asked by the Chairman of the House Ways and 
Means Committee, in the hope that the answer might incident- 
ally be suggestive of ways in which our own tax administration 
might be improved. Early in 1924 Chairman Green ad- 
dressed an open letter to Dr. Adams in which he asked the 
question, why Great Britain could collect surtaxes on the scale 
on which the United States is attempting to collect them, and 
do it successfully, and yet the United States could not do it. 

I shall attempt to answer that question. I would say that 
the answer is twofold. First, there are many reasons, political, 
legislative and administrative, why Great Britain should be 
able to do it; and second, it has not done it. 

I will not attempt to discuss all the advantages they possess 
and I do not mean to say that they have nothing but advantages, 
but they have some striking advantages. Some of them are 
so universally recognized that I shall not do more than mention 
them, but others not so well recognized I would like to dis- 
cuss very briefly. 

First among the political advantages possessed by Great 
Britain I should place the executive responsibility for tax 
legislation instead of the separation of the executive and legis- 
lative responsibility that we have here. In the second place, 
I should mention something that perhaps is not so fully recog- 
nized, the advantage that they possess in dealing with all legis- 
lation in one parliament. Take, for instance, the question of 
corporations. I should say that the greatest opportunity for 
avoidance of taxes here is by artificial transactions between 
individuals and corporations. In England, the control of 
corporation legislation rests with the same body that levies the 
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taxes, and they have dealt with the corporation law so as to 
coordinate it with the tax law. If we could do that here, the 
stopping of the holes would be a much easier task than it is at 
present. The third political advantage is that the British have 
no constitutional limitation and no basic date such as March 
I, 1913 which is a constant bugbear to anybody who has to 
frame tax laws here. Fourth, they have no tax-exempt securi- 
ties. I do not think it is necessary to discuss that advantage; 
it has been so freely discussed heretofore. 

Turning to their legislative advantages, I would place first 
their unwillingness to enact legislation until they are satisfied 
that the administrative problems involved can be successfully 
met. The English excess-profits tax in 1915, which was a 
brand-new experiment, was held up for a considerable time 
awaiting assurances of that kind, and the Chancellor of the 
Exchequer, in introducing it, pointed out that the machinery 
was as important as anything else in increasing taxation, and 
he went on to say that unless their whole tax proposals were 
to be a fiasco, they must see that the burdens which they were 
laying on the body charged with the administration of the tax 
were not greater than that body could successfully bear. I 
say without the slightest hesitation, that this point was not 
considered at all in the 1917 law in the United States and not 
adequately in the later laws, and that the burden that has been 
placed on the Internal Revenue Bureau in this country has been 
far beyond the ability of any administrative body to perform. 
That I think is one of the main reasons why Great Britain has 
had relatively better success with high taxation during the 
war than we have had. Another factor that has contributed to 
their success, I think, has been their willingness to risk un- 
popularity, to recognize that the bulk of the taxes must fall 
ultimately on the bulk of the people and to place the burden 
on the many directly instead of trying to place it in the first 
instance on the few. Great Britain during the war went as 
high as a thirty per cent normal tax and never made the surtax 
more than one hundred per cent of the normal tax, whereas 
here we have been attempting to work with an eight per cent 
normal tax against a sixty-five per cent surtax, and we are 
coming down now to proposals of four per cent normal tax, 
twelve and one-half per cent corporation tax and fifty per cent 
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surtax, a scale of relations that in my judgment makes satis- 
factory administration absolutely impossible. 

The third advantage they have is in simplicity. The British 
excess profits tax law, with its appendix, occupied about fifteen 
pages and remained substantially unchanged during the war. 
They have accomplished that largely by the different way in 
which they have dealt with the hard case and evasion. We 
have attempted to do it by rigid rules which have made our 
laws complicated and yet have not succeeded in making them 
effective or equitable. They have been able to do it by leaving 
discretion to meet hard cases and to apply the law so as to 
prevent avoidance. 

That brings me to the final legislative advantage which they 
have and which has made use of this discretion possible; that 
is the creation of appeal bodies, independent both of the tax- 
collecting organization and the taxpayer. They have the local 
commissioners, and during the war they had also a board of 
referees, men of very high standing, serving without com- 
pensation, whose decisions generally speaking were accepted 
if not gracefully at least without open complaint by taxpayers. 

I had the opportunity of discussing this subject with one 
of the important officials of the English system quite recently, 
and he told me how much they as administrative officers valued 
the services of the local commissioners and how freely they 
used them in dealing with the hard cases. The commissioners, 
more swayed by sympathy than officials would be, may decide a 
case on what they think are the equities. The surveyor of 
taxes, who is the man directly dealing with the case, says, 
“Well, I will not accept the principle, but I am not prepared 
to appeal,’”’ so the case is decided without establishing a pre- 
cedent. By such procedure Great Britain has been able to ease 
the burden of the tax so as to make the collection substantial 
and yet not impose undue hardship, and so as to reduce the 
inequity between taxpayers. 

First of the administrative advantages of the British income 
tax law is, naturally, that they had had an income tax for 
seventy years in England before the war broke out, whereas our 
income tax system was only four years old when we suddenly 
ran into the period of very high taxes. That advantage, with 
all that it means in the way of a civil service that has been 
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built up with high traditions and a splendid morale, coupled 
with the government’s concern that the administrative prob- 
lems should be solved before any tax law should be enacted, 
has been a tremendous one. 

The second advantage—it may be a question of opinion but 
I think it is an advantage—is in their system of decentralization 
to some six hundred surveyors’ districts, in a small country like 
England, where we centralize everything in a large country 
like ours. Then again, the system of appeals to an independent 
body to which I have referred is a very useful administrative 
aid. Finally, under that head, I would mention the fact that 
their laws have been so drawn that there is very little valu- 
ation necessary and there are no highly artificial and specu- 
lative concepts to be administered such as our so-called dis- 
covery value. 

The problems of valuation that have been put on the Internal 
Revenue Bureau in connection with discovery value, depletion, 
depreciation, capital gains, amortization and other items con- 
stitute a burden of valuation far greater than the task of the 
Interstate Commerce Commission in valuing the railroads of 
the United States. The Interstate Commerce Commission and 
the carriers have spent some hundred millions and ten years 
in the task of valuing the railroads, and still the task is by no 
means finished. The Internal Revenue Bureau has been 
struggling with a greater problem of valuation with no such 
organization and without any general recognition of the enor- 
mous task that they were trying to perform. 

I have given some of the reasons why I think Great Britain 
should be able to collect very large surtaxes relatively more 
effectively than we can. And now I come to my second point 
—that it has not done it. I have already explained that 
at no time has the surtax more than doubled the normal tax, 
whereas here we have had and talk of having surtaxes eight or 
ten or twelve times the normal tax. In five years they raised 
nearly as much by income and profits taxes as we did, but the 
percentage of the total represented by surtaxes was only about 
two-fifths of the percentage represented by surtaxes in our 
case,’ this in spite of the notorious fact that surtaxes here 


1In the five years ending March 31, 1922, Great Britain collected £2,728,- 
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have largely been avoided. Instead of citing Great Britain 
as an example, Chairman Green might have cited it as a con- 
trast. For two policies could hardly differ more than their 
policy of a high normal tax (twenty-five to thirty per cent) 
combined with a surtax of about the same rate and our policy 
of a small rate of normal tax and surtaxes running up to many 
times that rate. 

In my judgment, any attempt to combine such rates as a 
small normal tax of say four per cent, a tax of twelve and 
one-half per cent on corporations and a fifty per cent surtax, 
with all the facility for incorporation and dissolution of cor- 
porations, and with the control of corporations vested in states 
entirely independent of the federal government that is levying 
the income tax, creates an administrative problem that can- 
not be solved with any great degree of equity or efficiency. 
I do not think the administration of our Internal Revenue 
Bureau has been by any means perfect, but I must say that to 
me the sight of Congress investigating the administration of 
the tax law is the very height of irony, for whatever the re- 
sponsibility of the administration may be, it is insignificant 
compared to the responsibility of Congress for unsound tax 
legislation and for imposing burdens on the Bureau without 
any recognition of the administrative problem involved and 
without any attempt to provide the machinery or to pay the 
men necessary to carry it out with a reasonable degree of 
efficiency. 

The main responsibility is, and I think always has been 
since the war taxes started, on Congress. Look back at the 
1917 law, an ill-conceived compromise between the House bill 
and the Senate bill, which was handed to the Internal Revenue 
Bureau to administer. It was three months or more after the 
bill was passed before even the chairmen of the committees 
responsible for the bill in Congress could feel any assurance 
that it was possible to administer it, and, as everybody knows, 
it was administered by strong-arm methods, by the adoption 
of regulations which were in many cases of very doubtful cor- 


000,000 in income and profits taxes of which £218,000,000 or rather under 

eight per cent consisted of surtaxes. The returns in the United States for 

the five calendar years 1917-1921 showed total income and profits taxes of 

$14,774,000,000 of which $2,894,000,000 or about 19.6 per cent were surtaxes. 
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respondence with the language of the law. Until Congress 
faces the problem of administration, which it has never seri- 
ously considered, and provides some tax legislation which is 
devised scientifically and with due regard to the administrative 
problems entailed, it is quite impossible to get efficient tax 
administration. 

Just one more point, there is hardly a provision that has 
seemed more clearly necessary to justice than the applica- 
tion of the same rule to capital losses as has been applied 
to capital gains. Yet that was rejected in the Senate last 
year, and the Senate Finance Committee has thrown it out 
of the bill again. Such a policy seems to be a policy of high 
taxes, so that the people at large may think that Congress is 
putting the burden on the rich, with holes by which the rich 
may in fact escape. “‘ High taxes and plenty of holes’’ is 
a system that is inefficient, inequitable and demoralizing, and 
makes tax-paying not a function of the ability to pay, as it 
should be, but a function of the conscience of the taxpayer. 
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